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paternal fear been more obvious. 


bill born than the Treasury Department, not 

denying its paternal culpability, rushed to the 
doctor in the White House and complained that the Com- 
mittee, far from being hopeful, happy and cooperative 
in expectancy—as a mother should be, it is said—was 
bitter and hostile, and even engaged in abortive meas- 
ures, with the result that the bill was born stunted, 
sickly and underweight. 

Not, of course, that a taxpayer would think so. 
The total to which the annual federal revenue is ex- 
pected to be increased by the bill, 23 billions of dol- 
lars, is a record for any one nation in the history of 
man. So high are the rates that many technical 
amendments became necessary in order to distribute 
with greater nicety the impact of the blow. Yet there 
is no alternative; it is music which must be faced. 
High as the federal revenue will be, it will not be 
even one-third of anticipated expenditures. 

If a sedative one must find, none is better than a 
change, psychologically, in the meaning of taxation. 
If a commission merchant operating on a 20% basis 
receives $100 for his principal, deducts $20, and remits 
the balance, he regards only the $20 as his income, 
not the $100. Imagine the hardship he would feel if 
he regarded the $100 as his income and the $80 he had 
\o remit to his principal as a charge for the privilege 


> 


*C. P. A. and Tax Attorney, Los Angeles. 


Ni WAS there only a birth. No sooner was the 
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An Analysis of 
The Revenue Bill of 1942 


By GEORGE T. ALTMAN* 


When the Revenue Bill of 1942 was introduced in the 
House it was more than introduced. Considering the bill’s 
long period of development in Committee, the agonizing 
pains of the Committee in the bill’s final stages, and the 
last-hour apprehensiveness of the Treasury Department, 
the bill was not only introduced, it was born. 
have the cries of travail been louder. 
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Seldom 
Seldom has the 


of receiving the income. 
As it is, the $80 is just 
paper and bookkeeping to 
him. Having never con- 
sidered it as his when re- 
ceived by him, there is no 
pain in remitting it. Even 
so, if a taxpayer can de- 
velop the state of mind of considering only what he 
has left after taxes as his in the first place, the tax 
itself will be no burden. 

For some no doubt it will be as difficult to accom- 
plish this as to acquire the state of mind of having 
eaten by simply picking one’s teeth. The viewpoint, 
however, that the money paid for taxes was not the 
taxpayer’s in the first place is not purely artificial. 
To a large extent the tax increases are simply a return 
to the government of monies derived from the govern- 
ment in the form of increases in salaries, contract 
payments, and so forth, in connection with the war 
effort. The taxpayer is only a juncture in the money 
circuit. In any case it is soothing if one can acquire 
that point of view. 





George T. Altman 


Income Tax—Individual Rates and Exemptions 
Accepting the bill, however, as reality, its most 

important features are, of course, the increases in 

rates. The normal tax on individuals was raised to 
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6%, and the surtax to a schedule of 13 to 82% °. 
The 13% rate applies to the first $2,000 of surtax net 
income. On the next $2,000 the rate is 16%, and then 
the rate jumps 4% every $2,000 until at the $14,000- 
$16,000 bracket it reaches 40%. From that point on 
the rates increase less gradually. But it is 63% al- 
ready at the $44,000-$50,000 bracket, and the top 
bracket of 82% begins at $200,000. Thus the tax rates 
rise with the same speed and power as the planes for 
which so much of the money is intended to pay. 

The tax base has also been increased. Single per- 
sons will be allowed only $500 and married persons 
and heads of families $1200. Individuals in the 
armed services, however, will continue to have the 
old exemptions of $750 and $1500, respectively. This 
special exemption is tantamount to an increase in pay, 
in the amount of the resulting tax reduction, which 
will vary according to the individual’s top bracket. 
The personal exemption is stated in the bill the same 
for them as for others. The additional exemption 
indicated is effected by an exclusion of $250 for single 
persons and $300 for married persons, from gross in- 
come derived from compensation for active service in 
the armed forces.* 

The optional tax applicable to gross incomes of 
$3,000 or less is continued, with a schedule of tax 
amounts adjusted to approximate the results of com- 
putation at ordinary normal and surtax rates, assum- 
ing deductions equal to 6% of gross income. The 
subtraction from gross income for each dependent 
for the purpose of the optional tax is $440 instead of 
$400. This results in a closer approximation to nor- 
mal and surtax results. The reason is that computa- 
tion of the earned income credit, for normal and 
surtax purposes, at 10% of the net income, instead 
of the net income less exemptions, is equivalent to 
increase of each exemption by 10%. 

NOTHER factor resulting in closer approxima- 

tion of the optional tax to normal tax and surtax is 
the change of date determining status. It was December 
31; the bill makes it July 1. A further change in the 
optional tax is a new column for a married person 
making a separate return. The reason is that the 
exemption for a married person under the new bill is 
not equal simply to the sum of the exemptions for 
two single persons, as was the case under the 1941 
Act. The optional tax for each married person mak- 
ing a separate return is computed by assuming a 
personal exemption for each of half of the married 
person’s exemption, or $600, not the single person’s 
exemption of $500. In addition, the optional tax 
cannot be used for a fiscal or fractional year, or by a 





' Revenue Bill of 1942, sec. 102. 
2 Ibid., sec, 103. 
*Ibid., sec. 123. 
*Ibid., sec. 115. 
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person married and living with husband or wife at 
any time during the year whose spouse makes a 
separate return under the normal and surtax schedule.’ 


Collection at the Source 

A provision wholly new is that requiring collection 
at the source in the case of every individual. Collec- 
tion at the source so far has applied only to tax-free 
covenant bonds issued before January 1, 1934, and to 
nonresident aliens. The provision for such collection 
at the source is continued under the bill, with the rate 
of 271%4% under present law increased to 37%.° The 
system of collection at the source is made general 
under the bill, however, with respect to wages and 
salaries in excess of exemptions, and with respect to 
bond interest and dividends.‘ The withholding is to 
begin January 1, 1943, with a rate of 5%, which will 
be stepped up on January 1, 1944 to 10%. Thus in 
1943 the taxpayer will pay his 1942 taxes plus the 
portion of his 1943 taxes collected at the source ona 
5% basis; and in 1944 he will pay his 1943 taxes less 
the portion thereof based on a 5% rate collected at 
the source in 1943, plus the portion of his 1944 taxes 
collected at the source on a 10% basis. 

In computing the withholding with respect to 
wages and salaries, the exemption is deducted accord- 
ing to a schedule provided in the bill for the various 
pay periods. The exemption is simply the annual 
personal exemption plus 10% (to give effect to the 
earned income deduction) divided by the number of 
the particular pay periods in the year. Thus the 
weekly exemption for a single person is $11 and fora 
married person $26, with $8.50 added for each de- 
pendent. The corresponding amount for a monthly 
pay period are $46, $110, and $36. For example, sup- 
pose a married person with one child receives $50 per 
week. The withholding will be computed as follows: 


Pay check $50.00 
Exemption, married person $26.00 

Addition for one child 8.50 = 34.50 
\mount subject to withholding $15.50 
Amount withheld, if in 1943, 5% $ 78 
Amount withheld, if after 1943, 10% $ 1.55 


In computing the withholding with respect to bond 
interest and dividends there is no such deduction for 
exemptions; but the recipient may prevent the with- 
holding by filing a certificate showing that his gross 
income for the year will not exceed his annual exemp- 
tions. With this exception the withholding with re- 
spect to bond interest and dividends applies to all 
recipients except (1) corporations, and (2) persons 
(other than partnerships and common trust funds) 





5 Ibid., sec. 104. 
® Ibid., sec. 108. 
* Ibid., sec. 153. 
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exempt from tax. Withholding under the new pro- 
visions is also not required in the case of income al- 
ready subject to withholding under the provisions 
pertaining to tax-free covenant bonds and nonresident 
aliens. 

For the purpose of controlling the deduction of 
exemptions with respect to wages and salaries, a cer- 
tificate of status is required of the employee. This 
is just one of numerous administrative requirements 
of the new scheme of collection. Undoubtedly the 
method will necessitate a tremendous administrative 
force and entail a substantial additional bookkeeping 
burden on employers and payers of dividends and 
interest. With the new high tax rates on the broad 
mass of individuals, however, the method of collec- 
tion at the source is almost a necessity. Certainly 
it will ease the strain of tax payment. Money which 
has never been received cannot cause the torture 
which results when money which has been received, 
with all the evidences of ownership, turns out event- 
ually to belong to the government instead. If one 
does not spend it, its glow is as false as the glare of 
the winter sun. If one does spend it, the haunt of 
the approaching day of reckoning will blot out the 
joy, if any, that the spending might 
produce. 


otherwise 


Corporation Rates 


As in the case of individuals, the rates on corpora- 
tions are raised to a new high by the bill. The cor- 
poration normal tax is not increased but the surtax 
is raised to 21%.° There is some relief for small 
corporations. The 21% rate applies only where the 
surtax net income is over $50,000. If the surtax net 
income is under $25,000 the rate is 10%. Between 
$25,000 and $50,000 there is a notch rate of 32% ; that 
is, if the surtax net income is over $25,000 but not 
over $50,000 the surtax is $2,500 plus 32% of the 
excess over $25,000. At $50,000 this makes the surtax 
$10,500, which is the same as 21% on that amount. 
Thus while not stated as an alternative tax in the bill 
the 32% rate is just a notch provision to make the 
change gradual between corporations taxed at 10% 
and those taxed at 21%. 

It is to be observed also that the notch provision is 
changed in the case of the normal tax. The notch 
rate is reduced from 37% to 31%. The new rate does 
not bring the normal tax up to the flat 24% basis until 
the normal-tax net income reaches $50,000. Under 
Present law the 24% basis is reached at $38,461.49. 
The notch is thus more gradual under the bill than 
under present law. 

On corporations with normal and surtax. net in- 
come over $50,000 the combined normal tax and sur- 


_— 


*Tbhid., see, 105. 
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tax is thus 45%. In computing the normal tax and 
surtax net income there is deducted, not the excess 
profits tax, but the income base of the excess profits 
tax. The excess profits tax under the bill is a flat 
90% of the adjusted excess profits net income; and 
the adjusted excess profits net income (or in any case 
100/90 of the excess profits tax) is deducted in arriv- 
ing at the normal tax and surtax net income. The 
result is that the portion of the net income subjected 
to the excess profits tax is not again in any part sub- 
jected to the normal tax and surtax. The normal tax 
and surtax apply only to the remainder. In other 
words the 10% left out of the adjusted excess profits 
net income after paying the excess profits tax is free 
and clear of any other taxes, except of course the 
individual taxes if it is paid out as dividends and 
possibly Section 102 if it is not. It is the taxpayer’s 
cut out of the profits assumed to result from the war 
effort. The excess profits tax will be further con- 
sidered in this analysis. 


Capital Gains and Losses 

The capital gain and loss provisions are substan- 
tially overhauled by the bill.° The dividing line be- 
tween long and short term is 15 months instead of 18. 
Of long term there is one class instead of two, and 
the inclusion rate is 50%. In other words, in the 
case of capital assets held over 15 months 50% of the 
gain or loss is taken into account. In the case of 
capital assets held 15 months or less, the inclusion 
rate as under present law, is 100%. This applies to 
taxpayers other than corporations. In the case of 
corporations the inclusion rate on both long and short 
term is, as under present law, 100%. 


Short-term losses may be deducted from long-term 
gains, and vice versa. In the case of individuals, 
moreover, the excess of capital losses over gains may 
be deducted from ordinary income to the extent of 
$1,000. With that exception, however, even a long- 
term loss may not, as under present law, be deducted 
from ordinary income, whether the taxpayer is a cor- 
poration or an individual. 

The limitation of tax rate applies only to a net 
long-term gain in excess of a net short-term loss. It 
does not apply to a net short-term gain; nor does it 
apply to a net long-term gain to the extent offset by 
a net short-term loss; nor does it apply to a net 
capital loss, either short-term or long-term. The 
last, of course, necessarily follows from the limitation 
of losses to gains except for the additional allowance 
up to only $1,000 against ordinary net income in the 
case of individuals. 

In the case of individuals the rate limitation is 50% 
of the 50% taken into account, in other words, 25%. 





*Ibid., sec. 136. 








































































































































































































































































































































































































































































































































































































































































































454 
For example, suppose an individual had gains and 
losses as follows: 


Long-term: 
Gains, $10,000, taken into account, 50%. . $5,000 


Losses, $4,000, taken into account, 50%.. $2,000 

Net long-term gain $3,000 
Short-term : 

Gains, $3,000, taken into account, 100% $3,000 

Losses, $4,000, taken into account, 100%. $4,000 

Net short-term loss 1,000 
Excess of net long-term gain over short- 

term loss $2,000 


Now suppose this taxpayer had ordinary net income 
of $19,500, all derived from personal services, and 
that he is a married person with two dependents. His 
tax will be computed as follows: 


General method: 
Ordinary net income 
Excess of net long-term gain over 


$19,500 





net short-term loss 2,000 
Total net income $21,500 
Personal exemption and credit for de- 

pendents 2,000 
Surtax net income $19,500 
Surtax $5,730 
Earned income credit 1,400 
Income subject to normal tax $18,100 
Normal tax, at 6% 1,086 
Total tax by general method $6,816 

Alternative method: 

Ordinary net income $19,500 
Personal exemption and credit for de- 

pendents 2,000 
Surtax net income $17,500 
Surtax $4,825 
Earned income credit 1,400 
Income subject to normal tax $16,100 
Normal tax, at 6% 966 
Partial tax $5,791 
Add 50% of excess of net long-term 

capital gain over net short-term cap- 

ital loss, that is, 50% of $2,000 1,000 
Total tax by alternative method $6,791 


The alternative method will therefore be the effective 
one and the tax payable will be $6,791. Observe again 
that the alternative method does not apply under the 
bill to a net long-term loss; and that in applying it to 
a net long-term gain such gain is first reduced by a 
net short-term loss, if any. 

Under the bill the alternative method is extended to 
corporations. If it has a net long-term capital gain in 
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excess of its net short-term capital loss, the excess is 
taxed separately at 25% if that results in the lower 
tax. Since the minimum corporate normal tax is 15 
per cent and the minimum corporate surtax is 10 per 
cent, the alternative method is almost always the 
effective one in the case of corporations. 


It is to be observed that the corporation alternative 
rate of 25% is in effect the same as the individual 
alternative rate of 50%, since in the case of corpora- 
tions long-term gains are taken into account to the 
extent of 100%, whereas in the case of individuals 
they are taken into account to the extent of only 50%. 
These alternative rates, however, operate only as 
maxima. The preliminary step in the case of indi- 
viduals of first taking 50% into account is a benefit to 
small taxpayers since that step applies not only in 
computing the alternative tax, which is only effective 
in the higher brackets, but in computing the normal 
tax and surtax as well. Such a preliminary step is 
not available to corporations. 


NOTHER change under the bill in the capital gain 
and loss structure is in the carry-over. The carry- 
over is allowed for five years. A capital loss, short- 
term or long-term, to the extent not deductible in the 
year in which it arose may be treated as a short-term 
capital loss in each of the succeeding five years. 
Under the wording of the bill a “net capital gain” is 
the excess of capital gains over capital losses, plus, 
in the case of taxpayers other than corporations, the 
net income or $1,000, whichever is smaller; and a “net 
capital loss” is the excess of capital losses over capital 
gains, less, in the case of taxpayers other than cor- 
porations, the net income or $1,000, whichever is 
smaller. Short-term and long-term gains and losses 
are given effect for this purpose without distinction. 
Then a net capital loss arising in any year is treated 
as a short-term capital loss in each of the succeeding 
five years to the extent to which it exceeds the total 
of the net capital gains in the years intervening be- 
tween the year in which the loss arose and the suc- 
ceeding year in which it is being applied. For this 
purpose the net capital gains in the intervening years 
are not reduced by the net capital losses in the inter- 
vening years, nor by the net capital loss being carried 
forward. For this purpose, as a result, the net capital 
gains in the intervening years are reduced only by the 
net capital losses derived from years prior to the year 
in which arose the net capital loss being applied. 
The effect of all this is simply a five year carry- 
over, with the net loss of any year being used up in 
this way before a carry-over from a later year is ap- 
plied. For example, suppose there is a net capital 
loss of $30,000 in 1942, and another of $20,000 in 1945. 
Suppose further that net capital gains of $10,000 each 
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arose in 1943, and 1944, and of $5,000 each in 1946, 
1947, 1948, 1949 and 1950. The $30,000 loss of 1942 
would be used up in 1943, 1944, 1946, and 1947. In 
1948 application of the 1945 loss would begin. Of that 
loss $15,000 would be used up in 1948, 1949, and 1950. 
The remaining $5,000 of the 1945 loss could not be 
used, since 1950 would be the last of the five succeed- 
ing years after 1945. Five years are ample, however, 
to complete the carry-over in most cases. 

The five-year carry-over explained begins with 1942 
losses. As to 1941 losses, present law is substantially 
continued, allowing a carry-over to 1942 of a net 
short-term capital loss of 1941 to the extent of the net 
short-term capital gain otherwise computed for 1942. 
The bill does not make clear under what law the 
amount of the net short-term capital loss for 1941 is 
to be computed for this purpose. 


Another capital gain or loss feature of the bill is 
classification of buildings and other real estate 
improvements as capital assets.‘° They were never 
intended to be anything but capital assets. Their treat- 
ment as non-capital assets since 1938 under the head- 
ing of “property, used in the trade or business, of a 
character which is subject to the allowance for de- 
preciation” was only an incidental by-product of those 
terms. The allocation necessitated between land and 
building raised many doubts as to the logic of the 
treatment. In any case, the allocation itself became 
a substantial nuisance. The bill eliminates it. 


As to other depreciable property, if the recognized 
gains for the year on items held over 15 months ex- 
ceed the recognized losses on such items, the gains 
and losses on such items are treated as capital gains 
and losses; otherwise as ordinary gains and losses. 
For this purpose such items are grouped together 
with capital assets and depreciable property held over 
15 months which result in gain or loss on account of 
involuntary conversion. In this connection it should 
be observed also that the bill repeals the non-recog- 
nition of loss, although not of gain, in the case of 
involuntary conversion. 


Fiscal Year ‘Taxpayers 

A throw-back in the bill is the provision covering 
fiscal year taxpayers. The income tax title of the bill 
by its terms is made applicable only, except where 
otherwise expressly provided, to taxable years begin- 
ning after December 31, 1941."" It is expressly pro- 
vided, however, that the income tax title is applicable 
also to taxable years beginning in 1941 and ending in 
1942, on a pro rata basis. This results from the 
restoration of the old provision, omitted since 1934, 
applying both laws on a pro rata basis where the tax- 


* Tbid., sec. 137. 
" Tbid., sec. 101. 
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able period embraces years with different laws. Thus 
in the case of a fiscal year beginning August 1, 1941 
and ending July 31, 1942, the tax for the year would 
be computed under the 1941 law, and also under the 
1942 law. The portion of the fiscal year in 1941 would 
indicate the portion to be taken of the tax computed 
under the 1941 law; and the portion of the fiscal year 
in 1942 would indicate the portion to be taken of the 
tax computed under the 1942 law. The sum of the 
portions thus taken would be the tax for the fiscal 
year. The bill does not make clear whether the pro- 
ration is to be on a monthly or daily basis. As to 
a fiscal year beginning in 1941 certain amendments 
made by the bill, such as those pertaining to capital 
gains and losses, are made inapplicable for this pur- 
pose in computing the tax under the 1942 law. As to 
fiscal years beginning in 1942 and subsequent years 
there are no such exceptions. 


Liberalizing Amendments 


Because of the extreme hardship which the high 
surtax rates would cause in the case of artificial dis- 
tortions in income the bill contains many liberalizing 
or corrective provisions. Thus alimony is made tax- 
able to the wife and deductible by the husband.” 
So also where annuities are payable by an estate or 
trust out of income or corpus, then to the extent paid 
out of income or to the extent income is available the 
payments are treated as income of the legatee or benefi- 
ciary.* Improvements by lessees are not taxable to 
the lessors on repossession, but only when the prop- 
erty is disposed of.1* The view that recoveries of bad 
debts and taxes previously deducted should be ex- 
cluded from gross income to the extent that the de- 
ductions did not result in a tax benefit is made express 
law by the bill.1° Expenses incurred in the produc- 
tion or recovery of income are made deductible even 
though not incurred in the carrying on of a trade or 
business.’ Such are investment counsel fees and 
other investment expenses. Accrued income of 
decedents is made taxable to the recipients, whether 
executor, legatee or heir, instead of being pyramided 
in the decedent’s final return." 


In the case of personal services rendered by the 
taxpayer over a period of 36 or more months, if 80 
per cent or more of the total compensation is paid 
only on completion of the services and is required to 
be included in the gross income of the taxpayer in 
one year, the tax attributable to such compensation 
is limited to the amount that would be payable with 
respect to such compensation if it had been received 





12 Ibid., sec. 117. 
13 Tbid., sec, 110. 
14 Ibid., sec, 113. 
15 Tbid., sec. 114. 
16 Thid., sec. 118. 
1 Tbid., sec, 125. 
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in equal monthly payments over the entire period."® 
This is a liberalization of the present 5 year-95 per 
cent provision on the same subject. Again, gains of 
stockholders on partial liquidation are allowed the 
benefit of holding period, so that if the stock is held 
over 15 months the gain is treated as a long term 
gain.’” The allowance for amortization of emergency 
facilities is expanded to cover noncorporate taxpayers 
and facilities acquired or completed between January 
1 and June 10, 1940.2° The provisions covering mu- 
tual investment companies are entitled under the bill 
“Regulated Investment Companies” and are expanded 
to cover generally the management companies and 
unit investment trusts registered under the Invest- 
ment Company Act of 1940.21. Then again, consoli- 
dated returns, limited in 1934 to railroad corporations, 
broadened in 1940 to cover all corporations affiliated 
within the terms of the act, but with respect only 
to the excess profits tax, are allowed under the bill to 
all such corporations with respect to the income tax 


also.?? 


Restrictive Amendments 

Not all of the corrective measures contained in the 
bill are liberalizing, however. In the case of bad 
debts the requirement of charge-off is removed, and 
the statute of limitations on claims for refunds is ex- 
tended to seven years (this applies to worthless stock 
also), but if a debt is not connected with the tax- 
payer’s trade or business the loss is treated as a short- 
term capital loss.2* The basis of fair market value for 
determining loss in case of gifts where such value is 
less than the basis otherwise provided, is made ap- 
plicable to gifts by way of transfer in trust.** In the 
case of stock or securities acquired by exercise of 
rights the holding period as to the whole acquisition 
is made to begin with the date of exercise.2° While 
restrictive in its effect this provision disposes of a 
difficult problem of allocation. 

The insurance boys have also come in for limita- 
tion, in fact, for quite a round of limitation. Interest 
paid to carry single premium policies is made non- 
deductible.*° The entire pension trust provision is 
overhauled. Pension trusts for an arbitrary group of 
employees so as to favor officers, shareholders, man- 
agers or highly paid employees are no longer pos- 
sible.27 In the case of life insurance companies as 
taxpayers themselves, the deduction of 33% of reserves 





18 Ibid., sec. 128. 
1” Tbid., sec. 133. 
** Ibid., sec, 140. 
*t Ibid., sec, 151. 
2 Ibid., sec. 142. 
*3 Ibid., secs, 119, 150. 
** Ibid., sec. 130. 
* Ibid., sec. 138. 
*6 Ibid., sec, 121. 
27 [bid., sec. 144. 
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is replaced by a formula based on the average in the 
life insurance field and expressed as a percentage of 
investment income.** The new method will work out 
more uniformly from year to year. On the whole, 
however, it will mean a reduced deduction. Insur- 
ance companies other than life or mutual are placed 
to some extent on a mutual basis. Deductions are 
allowed them for dividend and other distributions, 
and surplus apportionments, to policyholders as 
such.*® The outright exemption blanket, however, 
which has protected mutuals other than life from any 
tax, has been withdrawn except in the case of the 
smaller companies, those with assets not over 
$100,000.*° This limitation reduces the exemption to 
the scope originally intended. Other jolts to the 


insurance field will be touched upon under the estate 
tax. 


Capital Stock Tax and Declared Value 
Excess Profits Tax 

The capital stock tax and declared value excess 
profits tax have been retained, with the guessing 
picnic made an annual affair.21 The value will be 
declared afresh in July of each year and will apply 
in computing the declared value excess profits tax 
for only the year then current. This will give calen- 
dar year taxpayers about seven months of operations 
on which to base their value. There will still be five 
months left to guess. The affair really could be made 
interesting, such as by a national prize for the best 
guess. In all the history of taxation nothing so 
puerile has ever been devised. As any high school 
boy can show, the minimum combined capital stock 
tax and declared value excess profits tax at present 
rates is 1.25% of the net income subject to the latter 
tax. Any amount which a taxpayer pays in excess 
of that is the result only of bad guessing. It is simple 
enough to impose a special tax—call it anything you 
will—of 1.25% of the net income. Why then the 
guessing game? 





Excess Profits Tax 

The excess profits tax, that is, the real one, has had 
a thorough going over by the bill. As already pointed 
out, the rate is 90 per cent.*?. A post war credit was 
proposed but failed in Committee. The specific 
exemption has been raised to $10,000 (in the case of 
mutual insurance companies other than life, $50,000 ).* 
Because of the flat rate the highest bracket amount 
provisions are repealed as superfluous.** 

In computing invested capital the basis of property 
disposed of is determined under the law of the year 


*8 Ibid., sec, 145. 
* Tbid., sec. 146. 
® Tbid., sec. 147. 
3t Ibid., sec. 301. 
32 Ibid., sec. 202. 
383 Ibid., sec. 203. 
3% Tbid., sec, 217(a). 
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of disposition. If disposed of before March 1, 1913, 
fair market value when paid in is to be used.** In 
the case of property acquired in a tax-free transac- 
tion, bonds originally issued by the transferee of the 
property are treated as borrowed, not equity, cap- 
ital.°° This change is made retroactive to 1940 and 
1941.7 The adjustment of invested capital for the 
non-recognized gain or loss on the liquidation of a 
subsidiary is eliminated.** If the stock which the tax- 
payer held in the liquidated company was acquired 
by it in a tax-free transaction, invested capital is 
adjusted to give effect to the invested capital and 
deficit in earnings, if any, of the liquidated company.*® 
If the stock in the liquidated company was not so 
acquired, then there are given effect in the taxpayer’s 
earnings (including its accumulated earnings and 
those for the taxable year), the earnings or deficit 
in earnings, if any, of the liquidated company, but 
only to the extent resulting from the period of the 
taxpayer’s control, and for that period only to the 
extent allocable to the stock held by the taxpayer. 
For that purpose the basis of property held by the 
liquidated company at the time of acquisition of con- 
trol by the taxpayer or its predecessor is, to the extent 
allocable to the stock held by the taxpayer, deter- 
mined by the taxpayer’s basis of such stock. In other 
words, the taxpayer’s invested capital is adjusted in 
such case because of the liquidation only for the earn- 
ings or losses of the liquidated company attributable 
to the taxpayer’s control. Except to that extent the 
taxpayer’s invested capital represented by the basis 
in its hands of the stock liquidated is unaffected by 
the liquidation. 


HE PROVISIONS covering acquiring corpora- 

tions are broadened to include the growing corpora- 
tion method.*® The component corporations need no 
longer have been in existence, actually or construc- 
tively, at the beginning of the taxpayer’s base period. 
These changes may apply to 1940 and 1941 if the 
taxpayer so elects.4t For 1942 and subsequent years 
the base period comprises the four calendar years, 
1936 to 1939, inclusive, regardless of the beginning 
date of the taxable year for which the tax is being 
computed. The new provisions governing acquiring 
corporations, complex enough in themselves, are in- 
complete. Several important points are expressly left 
to be covered by regulations. 


Vith a rate of 90% many harsh results can be 
expected. To soften them as much as possible the 


* Tbid., sec, 212. 

" Ibid., sec. 218(a). 
*Ibid., see. 218(b). 
‘Ibid., sec. 218(d). 
“ Thid., sec. 218(a). 
" Thid., sec. 216. 

" Thid., sec. 216(c). 
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relief provisions have been broadened. In the case 
of mines and other depletable reserves, if bonus pay- 
ments are received from the government for produc- 
tion in excess of a specified quota, such payments are 
excluded in computing excess profits net income.** 
In the case of dealers reporting on the installment 
basis if their installment volume has fallen off more 
than 20% below the average for the four preceding 
years, they may for the purpose of the excess profits 
tax change to the accrual basis.**. In that way they 
can avoid paying an excess profits tax on collections 
on installment sales made in the pre-defense days 
when installment credit was free and easy. The 
change, however, must cover all excess profits tax 
vears, past as well as future. 


Section 722 

The provisions for general relief because of ab- 
normal conditions in the base period—section 722— 
has been broadened to such an extent that it brings 
within the scope of the law the entire field of econo- 
mics. While events or conditions occurring or exist- 
ing after December 31, 1939, cannot be considered, 
there seems to be nothing occurring or existing dur- 
ing the base period or immediately prior thereto 
which cannot be considered.*4 Even changes after 
the base period can be considered if they result from 
commitments made before the end of the base period. 
Furthermore “any acquisition before May 31, 1941, 
from a competitor engaged in the dissemination of in- 
formation through the public press, of substantially 
all the assets of such competitor employed in such 
business with the result that competition between the 
taxpayer and the competitor existing before January 
1, 1940, was eliminated, shall be deemed a change on 
December 31, 1949.” The Committee report glides 
by the provision quoted with hardly a word. It is 
obviously a special privilege which someone jammed 
into the bill while no one else was looking. 

Taxpayers entitled to use only the invested capital 
method are also granted relief under the bill. This 
is true especially where profits result to a large extent 
from personal or intangible factors not reflected in in- 
vested capital, or where a high return on invested 
capital is normal because of the particular character 
of the business. 


The requirement that the tax computed under the 
relief provisions cannot be less than 6% of the 
normal-tax net income (computed without deduc- 
tion of the credit for adjusted excess profits net 
income) is continued under the bill. The requirement 
that the tax computed under the relief provisions be 





‘2 Ibid., sec. 213(e). 
 Tbid., sec. 213(f). 
4 Tbid., sec, 213(a). 
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increased by 10% of the tax otherwise determined 


has been changed. The percentage is reduced to 


5%. Moreover, it is 5% of the tax determined under 
the relief provisions, not 5% of the tax otherwise 
determined. This may be an oversight since it is 
also provided under the bill that the relief provisions 
are not applicable unless they reduce the tax other- 
wise determined by at least 5% of the tax otherwise 
determined. 

Another point of importance under the relief sec- 
tion is that the tax otherwise determined need not 
be fully paid in the first place. 33% of the reduction 
in tax claimed under the relief sections may be de- 
ducted on the return filed. If no relief is granted that 
33% would become a deficiency. This reduction on 
the return filed is available, however, only where the 
adjusted excess profits net income, computed with- 
out the benefit of the relief section, exceeds 50% of 
the normal tax net income, computed without the 
credit for adjusted excess profits net income. 


Estate and Gift Taxes 

The estate and gifts taxes also come in for a few 
changes. Here, too, the insurance boys have slipped. 
The insurance exemption under the estate tax is en- 
tirely dropped.*” The specific exemption is increased 
to $60,000.46 That is partial compensation to the lega- 
The 
specific exemption under the gift tax is, in line with 
the change under the estate tax, cut to $30,000.47 The 
annual exclusion for each donee is cut to $3,000.** 
The estate tax changes are effective as to estates of 
decedents dying after the date of enactment of the 
Act.*® The gift tax changes are effective as to gifts 
made in 1943 and succeeding years.*° 


tees and heirs but none to the insurance men. 


The estate tax is being made the testing ground 
for limitations with respect to community property. 
A proposal to require joint income tax returns failed 
in Committee. It was obviously directed at the com- 
munity property states. The means, however, were 
out of all proportion to the end. It was like burning 
down a house to kill the mice in the basement. The 
Committee would have tried perhaps to face the prob- 
lem squarely and just eliminate the community prop- 
erty system as far as the federal income tax was 
concerned. 


But they probably feared secession of 
the community property states. The estate tax, how- 
ever, is less conspicuous. There they have made the 
attempt. 





‘’ Ibid., sec. 404. 
 Ibid., sec. 413. 
" Ibid., sec. 455. 
* Ibid., sec. 454. 
” Ibid., sec, 401. 
* Tbid., sec. 451, 
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The provision is direct enough. In the case of 
community property the entire amount must be in- 
cluded in the gross estate of the decedent “except 
such part thereof as may be shown to have been 
received as compensation for personal services actu- 
ally rendered by the surviving spouse or derived 
originally from such compensation or from separate 
property of the surviving spouse.** It is to be ob- 
served that the scheme as quoted follows closely that 
provided with respect to jointly held property. This 
is not all, however, of the provision with respect to 
community property. It continues: “In no case shall 
such interest included in the gross estate of the dece- 
dent be less than the value of such part of the com- 
munity property as was subject to the decedent's 
power of testamentary disposition.” Thus, in the 
case of a California couple all of whose property was 
derived from the personal services of the husband, if 
the husband dies first all of the property is included 
in his estate, but if the wife dies first, half of the 
property is nevertheless included in her estate. In 
other words, the property is all his and half hers. 
That does not make sense. In any case the provision 
does not place community property states with re- 
spect to the estate tax on a level with other states; it 
places them at a disadvantage. 
I win, tails you lose. 


It is a case of heads 


Undoubtedly many persons in community property 
states will be impelled to change their community 
property to tenancy incommon. The gift tax amend- 
ments in the bill contain a provision treating all gifts 
of community property as gifts of the husband except 
where the property can be shown to have been derived 
from the services or separate property of the wife.” 
‘This may not make taxable, however, a mere conver- 
sion by agreement of community property into the 
separate property of both, half and half, such as a 
tenancy in common would be; for in that case it may 
be held that no gift at all has taken place. 


Excise Taxes 


Under the head of excise taxes there are several 
increases in rates, on liquor, telephone and telegraph 
messages and service, photographic apparatus and 
equipment, lubricating oils, and passenger fares. On 
distilled spirits, for example, the increase is from 4 
to $6 per gallon.** There are two new taxes, that on 
pari-mutual wagering, at 5% of the pool, and that on 
transportation of property, at 5% of the amount paid. 
Under the bill also juke boxes are subject to tax, as 
coin-operated amusement devices, at $10 per year.” 





5t Tbid., sec. 402. 
32 Ibid., sec, 453. 
53 Ibid., sec. 602. 
5 Ibid., sec. 617. 


See also Sec. 404 with respect to insurance. 
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The New Tax Convention Between 


A Detailed 
Analysis of the New 
Canadian Treaty Pro- 
visions and Their 
Significance Is Set 
Forth in This Article. 


Mitchell B. Carroll 





QUALIZATION of withholding rates on divi- 
dends and other recurring income flowing from 
one country to the other, the abandoning by 

the United States of certain extraterritorial claims on 
taxpayers in Canada, the removal of various tax ob- 
structions to mutual commerce, the prevention of 
double taxation, and the assurance of a limited amount 
of fiscal co6peration so as to facilitate the operation 
of the provisions to prevent double taxation, are the 
principal objectives of the convention signed by the 
United States and Canada on March 4, 1942.1 The 
United States Senate gave its advice and consent for 
ratification on May 28, 1942. The exchange of ratifica- 
tions took place on June 15 and the treaty was pro- 
claimed on June 17, 1942. 

The convention also provides a very reasonable 
solution for a number of long-pending cases arising 
irom the attempt of the United States in the mid- 
thirties to subject Canadian residents and corporations 
not engaged in business in the United States to capital 
gains tax on transactions in stocks and commodities on 


* Attorney, New York City; Special Counsel, Tax Committee, 


National Foreign Trade Council; Chairman, Fiscal Committee, 
League of Nations; Vice Chairman, Tax Committee, Inter-American 
Bar Association. 


‘U.S. 77th Congress, 2d Session, Senate, Executive B, p. 5. 





The United States and Canada 


By MITCHELL B. CARROLL* 


459 








exchanges in this country. To accomplish some of 
the foregoing objectives, the convention modifies a 
number of legislative provisions that in the past have 
caused irritation and obstructed friendly commerce, 
and thereby lays a basis for closer and more ample 
trade relations in the future. 

After the exchange of ratifications, the convention 
and protocol became effective as of January 1, 1941, 
with reductions in United States rates accruing retro- 
actively for the benefit of individuals (other than 
United States citizens) resident, and corporations 
organized, in Canada, without, however, increasing 
the rates in force from January 1 to April 29, 1941, 
during which period the treaty of December 30, 1936, 
was still in operation. The agreement continues in 
force for a period of three years from that date and 
indefinitely thereafter, but may be terminated by either 
party at the end of the three-year period or at any time 
thereafter, provided that, for the treaty in general, 
at least six months’ notice of termination has been 
given, the termination to become effective on the first 
day of January following the expiration of the six- 
months’ period (art. XXIT). 

By way of exception, the provisions limiting the 
withholding rates in article XI may be terminated 
without notice on or after the termination of the three- 
year period beginning with the effective date of the 
convention on January 1, 1941, by either of the con- 
tracting States imposing a rate of income tax in excess 
of the rates of 15% or 5% prescribed in that article 
(art. XI, par. 3). 


Background of Tax Treaties 

The tax convention reflects work in the field of pre- 
vention of international double taxation which has 
been carried on under the auspices of the Fiscal Com- 
mittee, and preceding committees, of the League of 
Nations over the past two decades,” in which officials 
and citizens of both Canada and the United States 
have actively collaborated. 
elaborated by the representatives of twenty-seven 


The model conventions 


countries at the General Meeting of Government Ex- 


2 Prevention of International Double Taxation and Fiscal Evasion: 
Two Decades of Progress under the League of Nations, by Mitchell 
B. Carroll (1939), L. N., Doc, F/Fiscal/111. 
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perts in Geneva, October, 1928,* synthesized to a large 
degree the general treaties negotiated by various 
European countries prior to that date and influenced 
those since negotiated, which together make a total of 
about sixty general conventions. The models afforded 
a framework for the treaty between the United States 
and France,* which was intended primarily to do 
away with certain extraterritorial tax practices of the 
latter country. This treaty was negotiated in the 
summer of 1930, signed April 27, 1932, and became 
effective on January 1, 1936. 

Certain of its clauses are mirrored in the draft con- 
vention for the allocation of business income which 
was formulated by the Fiscal Committee of the League 
in 1933° on the basis of a survey of tax systems in 
over thirty countries in all parts of the world, and 
revised in the light of governmental comments in 
1935.6 This convention was helpful in the negotiations 
between the United States and the Netherlands in 
1938, and in those with Sweden which resulted in the 
convention in effect since January 1, 1940.’ 

The League of Nations models and the numerous 
treaties were then synthesized in the model conven- 
tion for the prevention of double taxation adopted at 
a regional meeting of the Fiscal Committee at Mexico 
City in June, 1940.5 This meeting was attended by 
officials or other experts of Argentina, Brazil, Mexico, 
Peru, Venezuela, Canada and the United States. 

General principles thus endorsed are combined with 
provisions to cover specifically tax problems arising 
under the laws of either the United States or Canada 
in the new convention. 


Previous Canadian-American Understandings 

Early evidence of good-neighbor policy in tax mat- 
ters was the inclusion in the United States Revenue 
Act of 1924 of a provision intended to aid individuals 
who lived just over the border in Canada but who 
came almost daily into the United States to work. 
Although ordinarily nonresident aliens would not be 
entitled to any credit for dependents, aliens residing 
in a contiguous country were allowed to take such a 
credit. While this concession benefited primarily 
residents of Canada, the fact that it was granted to 
residents of contiguous countries precluded discrim- 
ination against residents of Mexico. 

The first reciprocal agreement between the two 
countries was that providing for the reciprocal exemp- 





* General Meeting of Government Experts on Double Taxation and 
Tax Evasion, L. N., Doc, C. 562.M.178, 1928 II. 

‘ Treaty Series, no. 885. 

5‘L. N., Fiscal Committee Report, 
C. 399.M.204, 1933, IT.A. 

®*L, N., Fiscal Committee Report, 5th _ session 
C.252.M.124, 1935, IT.A., p. 5. 

7 Signed, March 23, 1939, Treaty Series, no. 958. 

SL. N., Fiscal Committee, Mexico City session, 
F/Fiscal/127. 

®* Sec. 216(e), Revenue Act of 1924; now sec, 214, Internal Revenue 
Code, hereinafter referred to as IRC. 


4th session (1933), Doc. 


(1935), Doce. 


(1940), Doce. 
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tion of shipping profits which was effected by the ex- 
change of notes dated August 2 and September 17, 
1928.° This arrangement was made retroactive to 
the calendar year 1921, the first calendar year for 
which the United States granted this exemption, on 
condition that it could be established that the country 
of the shipping enterprise extended a similar exemp- 
tion to such United States enterprises." 

When the Revenue Bill of 1936 introduced a with- 
holding rate of 10% on dividends, interest and other 
recurring classes of income paid to nonresident aliens 
not engaged in trade or business in the United States 
and not maintaining an office or place of business here, 
and a rate of 10% on dividends but 15% on interest 
and other recurring items derived by nonresident for- 
eign corporations, i. e., those not engaged in trade or 
business nor maintaining an office or place of business 
in the United States, the objection was raised that 
the Canadian rate on dividends and interest flowing 
to Americans was only 5%. To avoid giving the 
Canadian Government justification for increasing its 
rate to meet the American rate, the Senate adopted 
an amendment authorizing the reduction of the 10% 
rate to 5% by treaties with contiguous countries.” 
The concession envisaged residents of contiguous 
countries, which term would include Mexico as well 
as Canada, because it was thought that such a con- 
cession could be made to persons in adjoining coun- 
tries without it being considered discriminatory 
against the taxpayers in third countries. 

On December 30, 1936, such an agreement was 
signed with Canada," which provided for withhold- 
ing at 5% from all classes of income derived from 
sources in one country by individuals resident in the 
othe: who are not engaged in trade or business nor 
have an office or place of business in the former State 
(except that United States citizens residing in Canada 
remain fully liable to the American law) and for with- 
holding at 5% only in the case of dividends paid in one 
State to corporations organized in the other State and 
not engaged in trade or business nor having an office 
or place of business in the former State. 

The changes with respect to the taxation of non- 
resident aliens made by the Revenue Act of 1937 were 
carefully worded so as not to encroach upon the con- 
cessions granted by this agreement." 

Although the 1936 agreement was in form a conven- 
tion, it in fact permitted either contracting State to 
terminate the arrangement without notice by the en- 
actment of an increase in its withholding rate appli- 
~ 3 U, S, Executive Agreement Series, no. 4. 


11 Revenue Act of 1921, sec. 213(b)(8); now sees. 212(b) and 231(d). 
IRC. 

12 Secs, 211(a) and 231(a), Revenue Act of 1936; see also secs 
143(b) and 144(a), same act. 

U.S. Treaty Series, no. 920. 

™ Sec. 501(c)(2), Revenue Act of 1937; secs. 211(a)(3) and (c)(4) 
Revenue Act of 1938; and in IRC as originally enacted secs, 4(c) and 
(8), Revenue Act of 1940. 
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cable to the designated payments made to individuals 
and corporations resident in the other contracting 
State (art. I(c)). In the spring of 1941, Canada felt 
it necessary, in view of a heavy general increase in 
rates on residents, to increase its withholding rate to 
15 with respect to the payments covered by the 
agreement.’ Consequently, the arrangement was ter- 
minated, and the United States thereafter subjected 
the payments from this country to Canadian resident 
individuals and corporations to the withholding rate 
applicable to such payments in general, which was 
then 1614%."° 

However, the Revenue Act of 1941, which increased 
the general withholding rate to 2714%, envisaged its 
reduction to a rate not less than 5% by treaty in the 
case of payments made to resident individuals (other 
than United States citizens) and corporations of all 
countries of the Western Hemisphere (secs. 211(a) 
and 231(a)). This provision helped to pave the way 
for the new tax treaty with Canada which, however, is 
not limited to this single question of the withholding 


rate, aS was the previous convention of December 
30, 1936. 


Rate Provisions in New Treaty 


As Canadian budgetary and exchange exigencies 
precluded a reduction in the 15% withholding rate 
of that country, the United States rate was reduced to 
meet the rate withheld by Canada. Article XI broadly 
states that the rate of tax shall not exceed 15% when 
imposed by one contracting State upon the income 
derived from sources therein by individuals resident in 
and corporations organized under the laws of the other 
contracting State, provided that the individuals and 
corporations are not engaged in trade or business in 
the State from which the income is derived and do 
not have there an office or place of business (art. XI, 1). 
Thus, as far as the rate is concerned, Canada has bound 
its present withholding rate of 15%, and the United 
States has, in general, reduced its withholding rate 
from 2714% to 15%. 

The reduced rate covers all income paid to the cor- 
porations organized in Canada and not engaged in 
trade or business nor having an office or place of busi- 
ness in the United States, whereas, under the previous 
treaty, the 5% rate applied only to dividends derived 
by such taxpayers (art. I(b), 1936 treaty). 

\While the language appears to be broad enough to 
cover income paid to United States citizens resident 
in Canada, article XVIT reserves to this Government 
the right to include in the basis upon which its taxes 


~ . 7 
Sec. 79, 


: House of Commons Debates, 2558, 2559 and 2565, and 
especially nos. 8 and 18 of the resolution with regard to income 
war tax; Statutes of 1940-41, 2d session, chap, 18, sec. 16, amending 
Income War Tax Act, sec. 9B(2). 


“6 Dept. of State Bulletin 546; TD 5046, 1941-1 CB 260. 
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are imposed all items of income taxable under its laws, 
as though the convention had not come into effect. 


Incidentally, for the purposes of article XI, a tax- 
payer shall not be considered as being engaged in 
trade or business in the State from which income is 
derived, or to maintain an office or place of business 
therein, if he maintains there an office used solely for 
the purchase of merchandise (Protocol, no. 10). 


The Canadian income tax law as a general rule ex- 
empts dividends paid out of taxed income by one 
Canadian company to other Canadian companies, and 
dividends paid by a Canadian subsidiary to an Amer- 
ican parent corporation are not subject to the with- 
holding rate of 15%.*7 As a concession to Canada, 
the United States has agreed in the treaty to reduce 
its tax to 5% (the lowest rate to which the United 
States rate may be reduced under section 231(a), 
IRC), in the case of dividends paid to a Canadian 
parent corporation by a subsidiary corporation organ- 
ized in the United States (art. XI, 2). This special 
reduction of the tax to 5% will not apply if more than 
one-quarter of the gross income of the subsidiary con- 
sists of dividends and interest other than dividends 
and interest received from its subsidiary corporation 
(Prot., no. 6), or if the authorities are satisfied that 
the corporate relationship has been arranged or main- 
tained primarily for the purpose of taking advantage 
of this provision (art. XI, 2). As the treaty provision 
is reciprocal in form, Canada would be entitled to re- 
place its exemption for dividends flowing from a 
Canadian subsidiary to an American parent corpora- 
tion by a rate not in excess of 5%, but until now that 
Government has not indicated any intention to amend 
its law for that purpose. 


As previously noted, after January 1, 1944, either 
contracting State will be free at any time to increase 
the above-mentioned rates without notice (art. XI, 3). 


Business Enterprises 

The first article of the convention applies, to the 
taxation of industrial and commercial profits, the com- 
monly accepted rule which had previously been incor- 
porated in the double taxation conventions of the 
United States with France and with Sweden.** Under 
this rule, an enterprise of one of the contracting States 
is not taxable by the other State with respect to such 
income, except when the income is allocable in ac- 
cordance with the convention to a permanent estab- 
lishment of the enterprise in the State imposing the 
tax. By an enterprise of one of the contracting States 
is meant any form of undertaking carried on in that 
State by an individual resident there, or by a corpora- 


7 Secs. 4(n) and 9B(11), Income War Tax Act. 

1% Art. I, Treaty with France, signed April 27, 1932, Treaty Series, 
no. 885; Art. II, Treaty with Sweden, signed March 23, 1939, Treaty 
Series, no. 958. 
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tion, partnership, or other entity organized in, or under 
the laws of, that State, or a political subdivision thereof 
(Prot., no. 3(a) to (e)). 


Permanent Establishment Defined 

The term permanent establishment is defined to in- 
clude branches, mines, oil wells, farms, timber lands, 
plantations, factories, workshops, warehouses, offices, 
agencies, and other fixed places of business, but not 
subsidiary corporations (Prot., no. 3(f)). Moreover, 
an enterprise shall be deemed to have a permanent 
establishment in a contracting State when it carries 
on business there through an agent or employee estab- 
lished in that State who has general authority to con- 
tract for the enterprise, or who has there a stock of 
merchandise from which he regularly fills orders which 
he receives. However, the fact that the enterprise has 
business dealings in the State through a commission 
agent, broker, or other independent agent, or main- 
tains there an office used solely for the purchase of 
merchandise, shall not be held to mean that such en- 
terprise has a permanent establishment in the State. 


Principles of Allocation 

To facilitate the allocation of income for tax pur- 
poses, it is provided that, for the purposes of the con- 
vention, industrial and commercial profits shall not 
include rent, royalties, interest, dividends, manage- 
ment charges, or capital gains. These items are to be 
taxed separately or together with industrial and com- 
mercial income, in accordance with the laws of the 
respective countries (art. IT). 

The rules for the apportionment of income between 
the establishments of the same enterprise in the two 
contracting States are, in general, those contained in 
the model allocation convention drafted by the Fiscal 
Committee of the League of Nations.’® The first of 
these rules embodied in the treaty with Canada is that 
there shall be attributed to each establishment the 
industrial and commercial profit which it might be ex- 
pected to derive if it were an independent enterprise 
engaged in the same or similar activities under the 
same or similar conditions, which amount will, in 
principle, be determined on the basis of the separate 
accounts of the establishment (art. III, 1). Secondly, 
the fiscal authorities of the State taxing either estab- 
lishment may rectify the accounts thereof, to correct 
errors or Omissions, or to reéstablish the prices or 
remunerations on the books at the value which would 
have prevailed between independent persons dealing 
at arm’s length (art. III, 2). However, if the separate 
accounts are unavailable or unsatisfactory, the con- 





’ Art, III, revised text of this convention; L. N.. Fiscal Com- 
mittee, Report Session 1935, p. 5. See also protocol, art. 6, of model 


convention drafted at Mexico City, L. N., Fiscal Committee Rept.., 
Doc. F/Fiscal/127, p. 2. 
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vention provides in general language, in place of the 
more detailed provisions of the League draft, simply 
that the State in question may determine the taxable 
profits “by applying such methods or formulae to the 
operations of the establishment as may be fair and 
reasonable,” and authorizes the officials of the two 
States to consult together for the adoption of uniform 


rules of allocation (art. III, 3 and 4). 


No Profit Attributable to Mere Purchasing 

There are two important exceptions to these general 
rules of apportionment. In the first place, no account 
shall be taken, in determining the tax in one State, of 
the purchase of merchandise by an enterprise of the 


other State (art. I, par. 2). 


Shipping and Air Navigation Profits 

The second exception is that income which an en- 
terprise of one of the contracting States derives from 
the operation of ships or aircraft registered in that 
State shall be exempt from taxation in the other State 
(art. V). In connection with this latter exception, 
the convention adds that it will not affect the arrange- 
ment evidenced by the notes exchanged between the 
United States and Canada in 1928 providing for the 
relief from double taxation of shipping  profits.*” 
Although the bases for determining the nationality of 
an enterprise may be somewhat different from those 
in the convention, this arrangement applies practically 
the same rule as that given above to the income (e- 
rived from the operation of ships, including ferries. 
Rectification of Accounts 

As was the case in our first double taxation treaty 
with France,”’ this convention with Canada contains 
a provision for the rectification of accounts which 
follows the principle found in section 45 of the United 
States Internal Revenue Code. When an enterprise 
of one of the contracting States, by reason of its par- 
ticipation in the management or capital of an enter- 
prise of the other contracting State, imposes upon the 
second enterprise conditions different from those 
which would have been made with an independent 
enterprise, the fiscal authorities of the State of the 
second enterprise may alter the accounts thereof by 
correcting errors or omissions or reéstablishing prices 
or remunerations at values which would prevail be- 
tween independent persons dealing at arm’s length. 
In making these rectifications, the fiscal authorities 
concerned may consult with the corresponding au- 
thorities of the other contracting State (art. IV). 


Exemption for Capital Gains 
Capital gains (which were excluded by definition 
from industrial and commercial profits) derived in 





°° See note 10 supra. 
*1 Art. IV and note 18 supra, 
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one of the contracting States by a resident or corpo- 
ration of the other State are exempt from tax in the 
State where derived if the individual or corporation 
has no permanent establishment there (art. VIII). 


Earned Income Exempt under Certain Conditions 


A number of rules cover the taxation of earned in- 
With respect to private salaries, the conven- 
tion contains two exemptions from the tax imposed 
by the country where the activity is carried on. In 


come. 


the first place, a resident of one of the contracting 
States will be exempt from tax by the other State on 
compensation for labor or personal services performed 
in the latter State if he is temporarily present in the 
latter State for a period or periods not exceeding a 
total of 183 days during the taxable year,”* and if he 
does not receive in excess of $5,000 in the aggregate 
as compensation for his services there as employee of 
or under contract with a resident, corporation, or other 
entity of the State of which he is himself a resident 
(art. VII, par. 1(a)). This provision does not apply 
to the professional earnings of such individuals as 
actors, artists, musicians and professional athletes 
(art. VIT, par. 2). 

Secondly, a resident of one of the contracting States 
will be exempt from tax by the other State on com- 
pensation for labor or personal services if he is tempo- 
rarily present in the other State for a period or periods 
not exceeding a total of ninety days during the taxable 
year, and he does not receive in excess of $1,500 in 
the aggregate as such compensation, regardless of the 
payor thereof (art. VII, pars. 1 and 3). In other 
words, this exemption applies if the compensation is 
paid by a person or company in the State of tempo- 
rary sojourn, 


Public Salaries, Life Annuities 


In contrast to the rule for private salaries, salaries 
paid by the Government, or any agency or instrumen- 
tality thereof, of one of the contracting States, or by 
the political subdivisions or territories or possessions 
thereof, to citizens of such State, residing in the other 
State, are exempt in the State of residence (art. VI), 
leaving them subject to taxation by the State of which 
the employee is a citizen. As a concession to the 
principle of taxation only at residence, pensions and 
life annuities derived from within one contracting 
State and paid to individuals residing in the other con- 
tracting State are exempt in the State from which 
they are derived (art. V1). 


2 A total of 183 days in the taxable year corresponds to 6 months. 
See. 116(a), IRC, excludes from gross income the income earned in 
Canada by an individual citizen of the United States who is a bona 
fide nonresident of the United States and in Canada for more than 
®° months during the taxable year. 
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Students, Charitable Organizations 


To encourage the development of cultural and busi- 
ness relations, students and business apprentices from 
one of the contracting States residing in the other 
State for the purpose of study or the acquisition of 
business experience shall not be taxed in the State 
where they reside on remittances received, from the 
State from which they came, for purposes of their 
maintenance and studies (art. IX). 

The convention even goes so far as to provide that 
each contracting State shall exempt from tax the in- 
come derived from sources within it by religious, 
scientific, literary, educational, and charitable organi- 
zations of the other State if they would be exempt 
from tax within the classification of such organiza- 
tions contained in the laws of both the States (art. X). 


Relief Where Income Is Taxable in Both States 


In the foregoing paragraphs, the provisions have 
been described which avoid double taxation by provid- 
ing for the exemption of income in one State, presup- 
posing that it will be taxed in the other State. Certain 
categories of income, however, such as income allocable 
to a permanent establishment, dividends, interest, 
rents, and royalties are taxable in the State of source 
and again in the other State because the individual 
recipient is a resident or citizen of such State or be- 
cause the corporation, partnership or other legal entity 
is organized in the latter State. To prevent double 
taxation, the treaty incorporates, by reference to legis- 
lation of the respective States in force as of January 
1, 1941, the existing provisions whereby one allows 
against its tax on the entire net income of a citizen, 
or resident or domestic corporation, a credit or deduc- 
tion for the taxes paid in the other State on income 
from sources therein. Thus, in accordance with the 
provisions of section 131 of the United States Internal 
Revenue Code, this country agrees to allow as a de- 
duction from its income and excess profits taxes the 
appropriate amount of such taxes paid in Canada. In 
the latter country, the equivalent provision is found in 
section 8 of the Income War Tax Act (art. XV). Each 
country allows this credit to a citizen of the other 
resident in its territory (/T 3071, 1937-1 CB 151). 

On the other hand, in order to extend to taxpayers 
covered by the convention any more favorable provi- 
sions enacted as part of the domestic legislation of the 
two States, it is provided that the convention shall 
not restrict in any manner any exemption, deduction, 
credit, or other allowance accorded by the laws of 
either State in the determination of its tax (Prot., 


no. 11), 
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Regulations and Consultation Authorized 


Both States are authorized to prescribe regulations 
for carrying out the convention (art. XVIII). Ifa 
taxpayer claims that he has been subjected to double 
taxation as the result of the action of the revenue 
authorities of the contracting States, provision is made 
for his appeal to the State of which he is a citizen or 
resident or, if the taxpayer is a corporation or other 
entity, to the State in which it was organized. Con- 
sultation is authorized between the competent authori- 
ties of the two States to determine whether the double 
taxation may be avoided in accordance with the terms 
of the convention (art. XVI). 


Discrimination Prohibited 

A provision designed to prevent fiscal discrimina- 
tion states that the citizens of one contracting State 
residing in the other State shall not be subjected by 
the State in which they reside to the payment of more 
burdensome taxes than are imposed upon the citizens 
of that State (Prot., no. 12). 
Extra-territorial Taxation Eliminated 

The convention contains a number of articles de- 
signed expressly to relieve Canadian residents and 
corporations from certain past and present provisions 
of United States revenue legislation which, in effect, 
have invaded Canadian tax jurisdiction. One of these 
articles exempts from United States income tax the 
dividends and interest paid by Canadian corporations 
to other Canadian corporations or to residents of Can- 
ada who are not United States 
(art. XII). Such income is subject to tax under our 
law, in the case of dividends, if the Canadian corpora- 
tion paying the dividends derives 50% or more of its 
gtoss income over a certain period from sources within 
the United States ** and, in the case of interest, if the 
Canadian corporation paying it is a “resident” corpo- 
ration deriving 20% or more of its gross income for 
a certain period from United States sources.** 


citizens of the 


Another provision exempts Canadian corporations, 
more than 50% of the voting stock of which is directly 
or indirectly owned throughout the last half of the 
taxable year by individual residents of Canada not 
citizens of the United States, from any United States 
tax imposed with respect to accumulated or undis- 
tributed income or surplus (art. XIII). Provision is 
also made for consultation between the fiscal authori- 
ties of the contracting States with respect to the lia- 
bility to such taxes of Canadian corporations not com- 
ing under this exemption. It has been stated by Under 
Secretary of State Welles that this exemption was 


23 Se 119(a)(2)(B), IRC. See also Lord Forres v. Commissioner, 


, 1941, 44 


7. 
1932, 25 BTA 154, and Frank W, Ross v. Commissioner 
BTA 1. 


** Sec. 119(a)(1)(B), IRC. 
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framed to relieve certain Canadian corporations from 
the tax on the undistributed income of holding com- 
panies.2> They are also exempt from the surtax on 
corporations improperly accumulating surplus.”® 
Fiscal Cooperation 

In view of the mutual concessions for the prevention 
of double taxation, the contracting States agreed as 
well to certain measures which are intended primarily 
to facilitate the verification of the returns of the tax- 
payers of one State who derive income taxed by with- 
holding at source in the other State (art. XX). 

As each State grants a credit against its own tax 
for the tax paid in the other State, the likelihood of 
deliberate evasion is slight, but this possibility is re- 
duced to a minimum by the exchange of information 
as to tax withheld from dividends, interest, rents, roy- 
alties and similar income. 

Furthermore, Canada cooperates in preventing per- 
sons in third States, who are subject to the full United 
States withholding rate, from enjoying the reduced 
rate by collecting dividends, interest or other recur- 
ring income through a nominee, agent, or custodian 
in Canada (art. XX, 2(b)). 

In special cases, the authorities of one country can 
obtain from those of the other country such informa- 
tion concerning the income tax liability of any person 
as the laws of the latter country permit its authorities 
to obtain (art. XXT). 

The competent authorities may prescribe rules for 
the exchange of information, as well as regulations, to 
make the convention effective, and are authorized to 
communicate with each other directly for the purpose 
of carrying out its provisions (art. XVIII). 

To facilitate adapting the convention to modified 
conditions, the Governments are to consult together 
in the event of appreciable changes in the fiscal laws 
of either of the contracting States (Prot., no. 2). 


Settlement of Pending Cases 

From the viewpoint of a number of Canadian tax- 
payers not residing nor doing business in the United 
States, the convention is of special interest, because it 
provides a means of settling claims long pending 
against them for taxes on gains realized on American 
stock exchanges, and for dividends received from a 
Canadian company deriving 50% or more of its income 
from United States sources (art. XIV). 

The provisions in question are of general interest, 
however, as evidence of the fact that tax treaties afford 
a means of solving international tax problems, the 
satisfactory solution of which is often impracticable 
through legislative procedure. [Turn to page 512] 


** Sec. 500, IRC; letter dated March 6, 1942, 77th Cong., 2d Ses- 
sion, Senate, Executive B, p. 4. 

76 Sec. 102(a), IRC; sec. 19.102-1, par. 2, Regulations 103: Report 
of Senate Committee on Foreign Relations, 77th Cong., 2d Session 
Senate, Executive Rept. No. 3, p. 4. 
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ONSCIOUSLY, deliberately, in every signifi- 
cant activitiy as individuals and as a nation, 
all of us agree that we should strive unceas- 

ingly to contribute to decisive victory and to survival 
of democracy. It is in this spirit that we should seek 
solution of the nation’s fiscal problem, a problem which 
involves federal expenditures in the near future,—yes, 
this very year,—of $200,000,000 per day: over 
$70,000,000,000 during the current fiscal year. Such ex- 
penditures, in the light of the corresponding revenue 
prospects, mean that our national debt, which was 
more than $76,000,000,000 on June 30, 1942,! may ex- 
ceed the present debt limit of $125,000,000,000 by June 
30, 1943, and quite probably reach $200,000,000,000 


before victory is ours. 


Why May the National Debt by June 30, 1943, 
Exceed the Existing National Debt Limit ? 
Under the existing revenue law, it 
has been estimated that ordinary 
revenue will amount to approxi- 
mately $15,800,000 ,000 
In addition, it is estimated that social 
security collections may aggregate 





about 1,500,000,000 
Estimated total, under existing law, 

of ordinary revenue and social se- 

curity collections, approximately. $17,300,000,000 ° 


While the bill recommended by the 
Ways and Means Committee is 
estimated to increase ordinary rev- 
enue by about $6,271,200,000,° let 
us assume, for our present pur- 
poses, that the Senate will provide 
increases to meet the Treasury’s 
request. The Treasury’s recom- 
mendations were for additional 
revenues estimated to amount to 
about 8,700,000,000 , 

Estimated maximum total, exclusive 
of any increase in social security 
collections 


$26,000,000,000 


Res Member of the New York Bar, former president of The New 
York State Society of Certified Public Accountants, Associated 


Professor of Taxation at the College of the City of New York, senior 


Partner in Klein, Hinds & Finke, Certified Public Accountants. 
This paper is based on an address before the Nationa Retail Dry 
Goods Association, Chicago, June 17, 1942. 
‘Treasury Statement, June 30, 1942. 
*Henry N. Dorris in New York Times, March 4, 1942. 
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CONOMISTS have classified taxation in a 

number of ways. Some have promulgated 
tax norms or canons. The most famous of such 
canons are those of Adam Smith which have 
been useful guides for peacetime taxation. 


Wartime taxation, necessarily more inexor- 
able in its demands than peacetime taxation, is 
without benefit of corresponding canons. In 
this paper, a decalogue of tentative war taxa- 
tion canons is presented as a guide for World 
War II taxation and as a means of testing the 
soundness and effectiveness of the pending 
legislative product. 


Regardless of the increased tempo of war expendi- 
tures and augmented appropriations, let us assume 
that the 1943 budget will not exceed the existing 
figure of approximately $77,000,000,000.° Even if we 
consider, for our present purposes, social security col- 
lections as “revenue,” a minimum 1943 fiscal year 
deficit of $51,000,000,000 is indicated. This deficit 
must be met by borrowing. To some extent it will be 
met by voluntary borrowing. The fact remains, how- 
ever, that the national debt appears bound to be 
increased to over $125,000,000,000 by the end of the 


current fiscal year. 


How Do World War II Expenditures and the 
Prospective National Debt Compare with What 
We Have Hitherto Experienced ? 


To June 30, 1943, for the three years then ending, 
our World War II expenditures for defense and war, 
including lend-lease aid, according to Budget Director 
Harold D. Smith,® will aggregate $105,000,000,000. Cor- 
responding appropriations are more difficult to estimate, 
but by July 8, 1942, they exceeded $200,000,000,000.* 
Budgeted expenditures for the fiscal year beginning 
July 1, 1942, amount to approximately $77,000,000,000.* 


* New York Times, July 21, 1942. The House passed the bill on 
July 20, 1942, merely changing the corporate rates and increasing 
the estimated vield. 

*Henry N. Dorris in New York Times, May 8, 1942, and June 5, 
1942. 

5 Facts on File, April 24, 1942, pp. 131-132. 

®° See note 5, supra. 

7 Idem, $161,000,000,000. Since then an additional appropriation of 
$42,820,003,067 has been voted for the War Department. (New York 
Times, June 24, 1942.) 

8Idem, This figure, as well as the preceding ones, includes non- 
military items. 
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In the Annual Report of the Secretary of the Treasury 
for the fiscal year ended June 30, 1934, the cost of 
World War I is given as $41,765,000,000.° This figure 
was arrived at by including “continuing costs,” repre- 
senting veterans’ administration, interest on war debt and 
settlement of war claims aggregating $16,036,000,000. 
To June 30, 1921, a date selected because of the Presi- 
dential proclamation that declared that war with Ger- 
many had ended on July 2, 1921, World War I 
expenditures amounted to $25,729,000,000. While the 
figure of World War I costs differs from that of E. 
L. Bogart in his War Costs and Their Financing,‘ 
and from that of E. R. A. Seligman in his Essays 
on Taxation," the official figures of the Treasury may 
be assumed to be correct for our present purposes. 

As has been observed by so many, the figures of 
World War II costs are too astronomical to mean 
much to the average mortal. Translated into approxi- 
mate per capita figures, already incurred and contem- 
plated war expenditures represent a per capita cost 
of over $1,500.1* Total national expenditures during 
the four years of World War I (fiscal years 1917-1918 
through 1920-1921) for both war and non-war pur- 
poses, amounted approximately to $30,000,000 per 
day ;** the corresponding daily figure for World War 
II is approaching $200,000,000, about four times as 
great as the highest World War I expenditure. 

On June 30, 1921, the national debt amounted to 
$24 billions, a per capita indebtedness of about $220. 
By June 30, 1943, it is estimated that the national 
debt will amount to more than $125,000,000,000 or over 
$930 per capita. If the figure of $200 billion is reached, 
it will represent a per capita indebtedness of about 


$1,500. 


War Finance 


Under ideal fiscal conditions, governmental bud- 
gets are balanced; every unbalance is a source of grave 
concern; appropriations are discouraged unless the 
revenue wherewithal is provided. In the presence of 
war expenditures and appropriations which dwarf the 
experience of fiscal history, not alone of our country 
but of civilization itself, normal period concepts of 
budget balancing are out of place. Our fiscal experi- 
ence furnishes no practical guides for extinguishing 
a debt of the magnitude of $128 billion or $200 billion. 
Consolidation of national obligations may be decided 
upon, as England did in the Eighteenth Century, with 
consols bearing relatively low interest rates, and 
without fixed annual amortization policy. In this 
setting, a guide to war taxation policy is indicated: 





®P, 392, Table 43. 

Pp. 87-88. 

uP, 767. 

12 Editorial, New York Times, June 21, 1942. 

3 Bogart (supra), p. 86; during World War I the highest daily 
expenditures were made during November, 1918, when a figure of 
$55,168,366 was reached. 
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We must become reconciled to raising by immediate 
direct and indirect taxation a much smaller percentage, 
than until recently was hoped,'* of ever-increasing 
total war expenditures, and make up the deficit by 
delayed taxation, that is, by borrowing. Instead of 
squeezing the last tax dollar out of individuals and 
business, borrowing is preferable as avoiding, on the 
one hand, too great a strain on morale, and, on the 
other, destruction of industry which must be main- 
tained for post-war rehabilitation. However, as be- 
tween a tax squeeze on individuals and the risk of 
inflation, of which more should be said,!® the latter 
is much more to be feared. 

Our fiscal policy is one of war finance. War tax- 
ation is one of the two essential elements in war 
finance. War taxation has as its obvious primary ob- 
jective maximum contribution toward the war effort. 
With this nothing must be permitted to interfere, but, 
without interfering with that objective, we should 
avoid crippling our economy. Otherwise, we shall be 
unprepared for peace and its problems, for our war 
aim, in addition to decisive victory, is the continuance 
of the American way of life, with ever higher living 
standards for ourselves and all liberty-loving peoples. 


Tax Collector v. Taxpayer 


Taxation has contributed much to the sordid pages 
of history. This has been so from remotest antiquity. 
Whether acquired characteristics are transmitted or 
not,—and I do not intend to debate that biologic 
question,—each successive taxpaying generation ex- 
hibits about the same type of antagonism towards the 
tax collector. The conflict has been referred to as 
an eternal one. There is a recurring endeavor to se- 
cure special exemptions, lower rates and other privi- 
leges and a willingness to let others bear the burden 
escaped. In a democracy such as ours, one might 
assume that the attitude toward taxation would be 
different than in a totalitarian atmosphere, but “tax 
nature” reveals itself as quite universally the same 
under any form of government. Perfectly decent citi- 
zens ease their consciences while seeking tax favors, 
asserting that “everybody’s doing it.” Such, at least, 
is the situation under normal peace conditions. 

War and its emotional impact releases psychologi- 
cal forces which engender personal sacrifice. And not 
on the military level alone. We have the Treasury 
experience of voluntary contributions aggregating over 
$240,000 in the six weeks after the attack on Pearl 
Harbor ;’* the Treasury reports that total outright 





4 By March 3, 1942, Secretary Morgenthau had been forced to 
abandon the Treasury's earlier policy of raising two-thirds of 
expenditures by taxes and one-third by borrowing. (Revenue Revi- 
sion of 1942, Hearings before the Committee on Ways and Means, 
77th Cong., 2d Sess., unrevised testimony, p. 30. Hereafter, these 
hearing reports will be referred to as ‘‘Ways and Means.’’) 

5 See Canon 2, infra. 


1% Treasury Department Press Release No. 29-76, Jan. 22, 1942. 
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gifts of approximately $2,000,000 have been received 
since December 7, 1941.7 We have the testimony of 
a Gallup poll that a substantial majority was willing 
to donate two weeks’ salary in addition to the ex- 
pected heavier taxes.’* We have the experience of the 
Treasury with voluntary war savings bonds and stamps. 
In January, 1942, sales of $1,131,500,000 were reported, 
and for the first year of the Treasury’s program sales 
aggregated over $5,380,000,000."° 

The normal conflict and antagonism between tax 
gatherer and taxpayer should and can be suspended 
for the duration. It must be suspended if maximum 
war effort is to be achieved, and conflict and antago- 
nism must give way to mutual understanding and 
patriotic cooperation. The program is a possible one 
if the will be there. I sense that the taxpayer, by and 
large, is almost ready for total economic mobilization, 
including, of course, an “all out” tax effort, which is 
typified by a determination to work harder than ever 
before, and without resulting compensation in the 
form of normal peace-time satisfactions. Timid leader- 
ship must give way to forceful, dynamic, intelligent 
leadership. If my conclusion is correct, then America’s 
present sacrificial war mood is not to be judged by 
a few of the witnesses who appeared at the public 
hearings before the Ways and Means Committee. 

Acceptably fair and equitable war taxation can be 
enacted, for the requisite knowledge and experience 
are available in both tax committees of Congress, and, 
of course, outstandingly so in the Treasury and among 
the technicians on the staff of the Joint Committee 
on Internal Revenue Taxation. If Congress had heeded 
the repeated urgings of disinterested students of tax- 
ation, originally made, I believe, by the writer in 
1920,°° the basis of scientific war taxation would now 
exist. Nevertheless, if it is now determined to enact 
fair and effective war taxation, the task can be ac- 
complished quite speedily. Errors and shortcomings 
of the past can be avoided. Purely geographic and 
group considerations must be ignored. Patriotic, 
economic, fiscal and revenue considerations must con- 
stitute the sole legislative motive. Taxpayers must 
forego pressure groups, eschew favoritism and resist 
discrimination. Politics must be taboo for the duration. 

The people are prepared to make sacrifices and to 
endure hardships. They are prepared for heavy taxes, 
—for fair and equitable taxes. They are prepared for 
implementation of the President’s budget message of 
last January 7 in which he sought $7 billions of addi- 
tional taxes (plus $2 billions from increased social 
security levies), and which, as war expenditures in- 
creased, the Secretary of the Treasury later revised 
~* Treasury Department Press Release No. 32-19, June 24, 1942. 

New York Times Magazine, March 29, 1942; Reader’s Digest, 
June, 1942, p. 2. 

'® John MacCormac in New York Times, June 21, 1942. 


” Hearings before Ways and Means Committee, Dec, 17, 1920, Part 
3, Dp. 71-74. 
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to $8.7 billions (also exclusive of higher social security 
levies). 


Adam Smith Resurrected 


In 1776 Adam Smith published The Wealth of 
Nations. In this work he formulated four maxims or 
principles of taxation :*1 


“I. The subjects of every state ought to contribute towards 
the support of the government as nearly as possible in 
proportion to their respective abilities; that is, in propor- 
tion to the revenue which they respectively enjoy under 
the protection of the state. 

“II. The tax which each individual is bound to pay ought 
to be certain and not arbitrary. The time of payment, 
the manner of payment, the quantity to be paid, ought 


all to be clear and plain to the contributor, and to every 
other person. 


“III. Every tax ought to be levied at the time, or in the 


manner, in which it is most likely to be convenient for 
the contributor to pay it. 

“TV. Every tax ought to be so contrived as both to take 
out and to keep out of the pockets of the people as little 
as possible over and above what it brings into the public 
treasury of the state.” 


The Adam Smith canons of taxation have become 
famous ;*? many later economists have repeated and 
adopted them. Although these canons have been 
criticized by some scholars,?* nevertheless they have 
greatly influenced tax legislation. The Smith canons 
are sometimes characterized as requiring of taxation: 
equity, certainty, convenience, economy. In tax legis- 
lation,—most often observed in the breach, of course, 
—these canons constitute legislative guides and for 
long they have been the basis for judging and testing 
the legislative product. If one were asked at this 
moment to express judgment as to the validity, the 
propriety, the effectiveness, the equitableness of pro- 
posed wartime taxations, no acceptable basis for such 
judgment would be available. 


Tentative War Taxation Canons 


The Adam Smith canons have demonstrated con- 
siderable usefulness in a normal economy. But war 
is not a normal state. War produces needs and cre- 
ates circumstances which require special and extra- 
ordinary measures. This is certainly true of taxation. 
But just as normal economy is served by normal tax- 
ation standards, war economy demands war taxation 
standards. Obviously, war taxation must further fhe 





21 Adam Smith may have been influenced by his friend, Adam 
Ferguson. See Lewis H. Haney, History of Economic Thought, 
p. 161. 

22 Johann H. G, Von Justi, a German economist, in his Political 
Economy, published in 1755, anticipated Smith’s canons: 

“‘(1) Taxes should be so levied that they will be paid willingly. 

‘“(2) They must not restrict industry and commerce by inter- 
fering with freedom of conduct, credit, etc. 

‘*(3) They must be levied with relative equality. 

‘“(4) They should be sure and true, falling upon such objects 
as enable a certain and honest collection. 

“*(5) They should be levied on such objects as will permit the 
least number of collectors’ offices, and officials. 

‘‘(6) They should be so levied as to amount and time of pay- 
ment as to be most convenient for the subject.’’ 

Quoted by Haney, supra, p. 125. 

*3 See, for example, Francis A. Walker, Political Economy, 3d Ed., 
p. 488. 
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war effort. This goal dwarfs all other considerations. 
Unfortunately, war needs cannot wait and so, in en- 
acting war revenue legislation, there is inadequate 
opportunity for discussion involving niceties and re- 
finements of conflicting tax theories, although very 
serious effort must be made to avoid injustice. 

It would be helpful if there were available estab- 
lished means of ascertaining whether a specific type 
or measure of tax either aids or hinders the war effort. 
Such means are not at hand, although economists 
have given considerable study to the subject. With 
change of emphasis, Adam Smith’s canons of taxation 
are applicable to, but not sufficient for, our war rev- 
enue needs. At least a restatement appears to be 
needed. That is why I now present, for consideration 
and criticism, a first draft of norms and standards for 
1942 war taxation. 

My restatement is in the form of a decalogue. The 
ten war taxation canons are presented in tentative 
form: 

(1) War taxation should be limited to the duration. 

(2) War taxation should not be inflationary. 

(3) War taxation should prevent profiteering. 

(4) War taxation requires maximum contributions 

from all consistent with ability and survival. 

(5) War taxation should be equitable. 

(6) War income and profits taxation should be 

imposed on true net income. 

(7) War taxation should provide economical ascer- 

tainment of liability and collection. 

(8) War taxation should provide for convenient 

payment. 

(9) War taxation should be enacted speedily. 

(10) War taxation should avoid grave injury to states 
and their political subdivisions. 

The foregoing tentative tax maxims or Canons re- 
quire little explanation or elaboration. Nevertheless, 
I shall now make a brief statement with respect to 
each of them and indicate their application or per- 
tinence to suggested and proposed revenue revision. 
It should be borne in mind that a given tax proposal 
may be violative of one canon but sanctioned by an- 
other. In the case of such conflict, if no other con- 
siderations are present, the more important canon 
would determine whether a given tax proposal should 
be supported or opposed. 


Canon 1—War Taxation Should Be Limited 
To the Duration 

War taxation should terminate at a date specified 
in the enactment, say, one year after peace (i. e., the 
taxpayer’s tax year within which the terminal date 
falls). Temporary taxes have a tendency to become 
permanent. War taxation is emergency legislation. 
\Var taxation embodies economic burdens and social 
restrictions which should not be automatically extended 
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beyond the war’s duration. The citizen will be the 
readier to accept a war tax measure if he is assured 
of its automatic extinction when peace comes. If post- 
war needs require continuance of part or all of war 
taxation, extension should result from majority action 
of the Congress then in office. 


Canon 2—War Taxation Should Not Be Inflationary 


War taxes should not be inflationary. Preferably, 
they should be anti-inflationary. Inflation not only 
increases the government’s war costs,?* thus further 
burdening taxpayers, but because of its frightening 
and depressive effect on the population, especially on 
the poorer group whose purchasing power is dispro- 
portionately reduced, is ruinous of national morale. 

While taxation is not the only factor available with 
which to combat inflation, it is the indispensable factor. 
When employed in conjunction with rigorously en- 
forced universal price ceilings, rationing, licensing and 
limitations on consumer credit, there need be no fear 
of a dangerous degree of inflation. Incidentally, re- 
versal of such controls may be necessary to combat 
post-war deflation. But in the presence of mounting 
income in the hands of wage earners, a significant 
phenomenon in the distribution of the rapidly rising 
national income,”* attempted controls over inflation, 
without heavily increased taxes on income, are doomed 
to failure. It is the “inflationary gap,” the excess of 
increasing purchasing power over declining available 
supply of consumer goods, that must be bridged by 
the “tax stop gap,” the amount of additional taxes 
needed for such bridging. It is too much to expect 
that efforts in this direction can ever be entirely suc- 
cessful. The President, last January, in discussing the 
need of higher taxes, well expressed our fears: “Any 
tax is better than an uncontrolled price rise.” 7° 

The higher individual normal and surtax rates 
proposed by the Ways and Means Committee, in the 
presence of lowered exemptions, find sanction in the 
second canon. These increased and new taxes remove 
from the buying stream funds which would otherwise 
exert pressure on the upward price spiral. Very in- 
directly, such taxes may have an offsetting inflation- 
ary tendency, due to the fact that they might induce 





* On September 19, 1941, Mr. Bernard Baruch stated before the 
House Committee on Banking and Currency that price stabilization 
would reduce the cost of war by at least 50 per cent (Hearings re 
Price-Control Bill. pp. 1066-1069). Mr, Leon Henderson recontly 
Stated that stabilization at the present price levels would effect 4 
-aving of $62 billions in war costs within the next twenty months 
(New York Times, July 4, 1942). Senator Robert F, Wagner, in 4 
radio address on July 11, 1942, stated that price control had ‘‘saved 
American taxpayers $6 billions from June, 19/0, to April, 1942, by 
keeping down the cost of war supplies’’ (New York Times, July 
13, 1942). 

** Department of Commerce figures show that the national income 
was $77.2 billions in 1940, $94.5 billions in 1941, and estimated at 
$120 billions for 1942 (Charles E, Egan in The New York Times, May 
24, 1942). Salaries and wages constituted 63.3% of the national 
income in 1940; 64.8% in 1941; and for the first four months of 
the current year about 70% of the total income payments consisted 
of salaries and wages (New York Times editorial, June 3, 1942). 

76 President’s Budget Message, Jan. 7, 1942. 
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wage rise pressure, a factor which is subject to con- 
trol through enforced wage ceilings. 

Sales taxes likewise have the sanction of the second 
canon, because they, too, reduce the effective pur- 
chasing power of the increased earnings in the hands 
of individuals. A tax on spending obviously would 
also have the sanction of this canon. 


Withholding or collection at the source has similar 
sanction of this canon, because such procedure elimi- 
nates from the purchasing stream money which other- 
wise might encourage or tempt spending. The delay 
in enacting withholding legislation is therefore regret- 
table. Whether withholding should be of a separate 
and additional tax at a flat rate or as prepayment of 
the income tax depends greatly on the tax rates finally 
enacted and the exemptions ultimately allowed. If 
the income tax rates are high, especially at the lower 
income levels, and if the exemption is greatly reduced, 
then withholding should be by way of prepayment of 
the income tax and not as an additional tax. Income 
tax rates may be made sufficiently high and exemp- 
tions sufficiently low to counteract the dreaded “in- 
flationary gap.” A flat withholding tax, as an additional 
tax, would, like a sales tax, be inequitable in that those 
at the lower income levels would pay as high a rate 
as those in the higher levels. 
Canon 5. 


Here is a violation of 
Such an additional tax, anti-inflationary it- 
self, would beget, in the absence of wage ceilings, wage 
increase demands, inflationary factors. 


Canon 3—War Taxation Should Prevent Profiteering 


War taxes should prevent profiteering, or at least 
make profiteering unprofitable. The President, in his 
message of July 8, 1940, suggested, and the Ways and 
Means Committee reaffirmed, that no millionaires 
must be created out of the war effort. The House 
Naval Affairs Committee has shown the unconscion- 
able profits already made on some war contracts. 
Only recently, Chairman Vinson announced recap- 
tured excessive profits on war contracts aggregating 
$673,946,103.27, Who did not share Secretary Morgen- 
thau’s indignation in his disclosure of defense profit 
dissipation revealed by the audit of 31 tax returns 
for the year 1941, and who did not applaud his deter- 
mination not to let anyone “get away with it’? *s 
National morale requires that the profiteer shall not 
be permitted to keep and enjoy his spoils, when so 
many are cooperating sacrificially, wholeheartedly and 
patriotically in the war effort. 

Profiteering can be curbed by wise taxation ; limita- 


tion of profits or income is both unnecessary and 
unwise. 
* New York Times, June 15, 1942. 


Statement of Secretary Morgenthau before the Joint Committee 
on Internal Revenue Legislation, May 28, 1942. 
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Canon 4—War Taxation Requires Maximum 
Contributions from All, Consistent with 
Ability and Survival 


War taxes should take from each the maximum that 
the national economy can possibly spare. How much 
taxation can the American taxpayer stand? There is 
no available empirical test. For a limited period, dur- 
ing the war emergency, the government could take 
for its war effort all above subsistence needs. The 
government must decide how much less to take. The 
average taxpayer will cooperate patriotically, especially 
if convinced of maximum governmental economy 
in non-war activities. 


From individuals the government can take, with 
comparative safety, except for. minimum post-war 
cushions in the form of compulsory government bond 
investments or post-war refunds, all current income 
above the requirements for a generally reduced stand- 
ard of living, if this much is essential for victory. 
Many will have to encroach on savings, but to what 
better purpose can savings be put? Social and eco- 
nomic disturbances are bound to be terrific; many com- 
mitments will have to remain unmet; moratoria may 
become universal, unless ample provision is made for 
deduction from gross income of payment on account 
of existing debts, life insurance premiums, rent and 
other commitments. Compensation for bearing these 
necessarily severe tax burdens would then be two- 
fold: on the psychic level, the knowledge that each is 
making maximum personal sacrifices on behalf of 
country; and, on the material level, the realization 
that the danger of ‘nflation is being met aggressively 
and successfully. 

The rates proposed for individuals by the Ways and 
Means Committee and the lowered exemptions result 
in obviously severe tax burdens, but they do not vio- 
late our fourth war tax canon. These rates could 
possibly be increased, after a year of trial, without 
seriously affecting morale, and especially if price ceil- 
ings are enforced and rationing is extended. To the 
extent that further increase in rates and reduction in 
exemptions are shown to be necessary in order to 
combat inflation, I believe that there would be, if not 
popular approval, at least understanding acquiescence. 

sut under the proposed Ways and Means Committee 
rates and more so, of course, if these rates are in- 
creased, provision should be made for a special deduc- 
tion of a limited amount of net income if invested in 
non-negotiable, non-interest-bearing government se- 
curities not redeemable until the post-war period, un- 
less in the event of especial hardship. 

Under Canon 2, I referred to the distressing effects 
of runaway inflation, particularly in its impact on the 
lower income groups of the population. Taxation, 
otherwise unbearable, might have to be imposed in 
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order to diminish to a maximum extent the upward 
spiral pressure on the price level. As between reduced 
current income and avoidance of inflation on the 
one hand, and larger income in the presence of 
inflation on the other, there can be but one choice. 
Fortunately, the country at large is keenly conscious 
of the inflationary peril, and the administrator and 
legislator may safely assume that popular backing will 
support revenue measures clearly directed against, 
and demonstrably effective in, the battle against 
inflation. 

From business and industry, in corporate and other 
forms, the government could likewise take all income 
above that needed for survival. This limit should not 
be attempted, however, because,—and it cannot be 
repeated too frequently,—while we are at war to de- 
fend ourselves from annihilation and slavery, yet we 
are fighting to preserve our way of life, with post-war 
restoration of a substantial proportion of our accus- 





tomed freedom of individual initiative, opportunity 
and enterprise. Diminishing returns exist in war as 
in peace, for even in war there appears to be no way 
of avoiding extravagance and inefficiency when effi- 
ciency and economy are discouraged by excessive tax- 
ation. Here history and logic point the same lesson. 
Except as necessary for the war effort, with which 
nothing must be permitted to interfere, the limit of 
safe taxation on business income is that aggregate 
burden which will not prevent post-war rehabilitation. 
Economic destruction must be avoided; industrial 
liquidation must be prevented. 


Canon 5—War Taxation Should Be Equitable 

This is the equity canon of Adam Smith. War 
taxation must be demonstrably fair. Even in peace- 
time it is very important that taxation shall neither 
discriminate against nor favor classes or groups. While 
absolute success can never be attained, it is essential 
to morale that taxpayers should be convinced of the 
integrity of tax legislation, i. ¢., avoidance of discrimi- 
nation and favoritism. 

As a matter of equity, if there is withholding at the 
source, it is desirable, at least theoretically, that the 
tax on business income be paid as earned. The diffi- 
culties of ascertaining the tentative interim taxes on 
a monthly or similar basis are almost insurmountable 
and administratively almost impossible. A practical 
compromise expedient may be found in temporarily 
Administration-encouraged voluntary purchases of 
tax-anticipation certificates. 

This fifth canon sanctions such Treasury or Ways 
and Means Committee proposals as elimination of spe- 
cial privileges favoring married couples who are resi- 
dents of the community property states,?® increased 





*® Mandatory joint returns are sponsored, some believe, because 
of effective political resistance to elimination of the community state 
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capital gain rates and other capital gain and loss 
changes,*® correction of inadvertent error adversely 
affecting personal holding companies, deduction of 
investment expenses, taxing of alimony to divorced 
wives, dependency credit for school children, deduc- 
tion of extraordinary medical expenses, retroactive 
technical amendments to the excess profits tax sec- 
tions of the Internal Revenue Code,*' inventory re- 
serves, war and post-war reserves, post-war refunds 
and loss “carry-back,” elimination of percentage de- 
pletion, extension of the amortization option to non- 
corporate taxpayers, elimination of restriction on use 
of “LIFO” to those who made no interim financial 
reports on other than the “LIFO” basis. (but inven- 
tory ** and war and post-war reserves ** and post-war 
refunds and loss “carry-back” should be provided), 
and taxation of recoveries of bad debts and taxes only 
when prior deductions resulted in reduced taxes. But 
this canon would not sanction a recent proposal of the 
Treasury to have the decedent’s basis carry over to 
the estate and the beneficiaries,** or to limit charitable 
deductions available to decedent’s estates,®** or to sub- 
ject to estate tax transfers by donors over sixty-five 
years of age. On the basis of this canon, the Treas- 
ury’s recommendation for elimination of the capital 
stock tax and related declared value excess-profits tax 
should have received the approval of the Ways and 
Means Committee.*® 


Canon 6—War Income and Profits Taxation Should 
Be Imposed on True Net Income 

With income and excess profits rates as high as 
they must inevitably become, it is of paramount im- 
portance that the basis of the tax, to wit, net income, 
be fairly ascertained. Artificial restrictions on deduc- 
tions and failure to recognize sound accounting re- 
serves result in the imposition of a tax stated at one 
rate but effective at a higher rate. There is no reason 
why the taxing statute should not recognize, as the 


tax advantage. Opposition to mandatory joint returns need not be 
predicated on grounds of morality, religion and women’s rights: 
on what equitable principle can one person be taxed at highly 
progressive income tax rates on the basis of another person’s earn- 
ings, regardless of marital or other relationships? 

30 See Ways and Means testimony on March 12, 20 and 30, 142. 
for apt illustrations of what Disraeli is said to have said about 
statistics. 

31 Recommendations for Revision of Internal Revenue Code, sub- 
mitted by Committee on Federal Taxation of American Institute 
of Accountants to the Ways and Means Committee, April 13, 1942: 
Ways and Means, pp. 171-191, Testimony of Robert N. Miller, chair- 
man of Excess Profits Tax Committee of the American Bar As 
sociation. 

*% The Treasury has recommended inventory reserves commenc- 
ing January 1, 1941, and continuing until five years after the close 
of the war. The Ways and Means Committee has tentatively 
adopted the Treasury recommendation, 42-1 CCH p. 128 and 42-5 
CCH pp. 8166-8169. 

33See research bulletin issued by American Institute of Ac 
countants: ‘‘Accounting for Special Reserves Arising out of The 
War.’”’ 

“The Ways and Means Committee has rejected the proposal. 
42-1 CCH p. 129. 

3% Bequests to educational, charitable and religious organizations 
need encouragement. The Ways and Means Committee has re 
jected the proposal. 42-1 CCH p. 131. 

* The Committee rejected the recommendation. 





42-1 CCH p. 130. 
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basis on which to impose income tax, net income as 
disclosed by the consistent application of sound ac- 
counting principles. 

Moreover, recognition must be given to the fact 
that the requirement to ascertain net income annually 
frequently imposes a task impossible of accomplish- 
ment. The British excess profits tax recognizes this 
fact, and provides, in effect, for annual reascertain- 
ment of aggregate excess profits, thereby imposing 
the excess profits tax on true excess profits for all of 
the war years asaunit. Experience amply establishes 
that book and tax profits may turn out to be “fool’s 
profits.” There should be no excess profits tax except 
on actual excess profits and no income tax except on 
true net income. 

The existing law permits ordinary domestic cor- 
porations to file consolidated returns for excess profits 
tax purposes. The Treasury recommended extension 
of the privilege to cover the income tax.** The Ways 
and Means Committee has adopted the suggestion, 
coupled with the proviso that if a consolidated excess 
profits tax return is filed, a consolidated income tax 
return must also be filed, and vice versa; also, that 
the surtax rate for consolidated returns be increased 
by 2% 38 

In many instances true income cannot be disclosed 
except through the medium of consolidated returns. 
Thus, such returns are sanctioned by our Canon 6. 
It also meets the requirements of Canon 7. There is 
no rational warrant for the imposition of the 2% 
penalty, and it should be eliminated. In fact, consoli- 
dated returns should be made mandatory in situations 
where they are now optional. 


Canon 7—War Taxation Should Provide Economical 
Ascertainment of Liability and Collection 


This embodies two of the Adam Smith canons of 
taxation: certainty and economy. If economy in the 
determination and administration of peace taxation 
constitutes a canon of taxation, how much more is 
this true under war economy? When man power is 
at a premium, waste of human energy is deplorable. 
A revenue measure which lacks clarity and simplicity 
requires excess man power to interpret and apply. 
The greater the clarity and simplicity of a tax meas- 
ure, the more certain the determination of liability 
thereunder. Maximum simplicity and clarity result 
in minimum wastage of man power. 

This canon would approve the elimination of the 
“earned income credit.” *° 

Advocates of a sales tax are in error when they 
assert that it is simple of administration on a national 





* Ways and Means, p. 88. 

3 42-1 CCH p. 129. 

* Under existing law, the maximum reduction in tax, as a result 
of the “earned income credit,’’ is $56; under the Ways & Means 
Committee’s proposed rates, $84. 
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scale. This is especially true if exemptions are pro- 
vided. A really simple sales tax would be one levied 
on a few articles in universal demand (including sub- 
stitutes), at a high rate, at the manufacturing, pro- 
duction and import level. But such a tax has no 
political appeal. 

The excess profits provision cannot be expressed in 
simple language. Thus, these provisions, no matter 
how amended, clarified and modified, are bound to 
violate this seventh canon. But this is unavoidable. 


Canon 8—War Taxation Should Provide for 
Convenient Payment 

The third of the Adam Smith canons of taxation 
is to the effect that the payment of the tax should be 
made as convenient as possible. With rates as high 
as they will be in the war tax legislation, it is even 
more important than under normal circumstances that 
this canon be observed. In a very real sense, con- 
venience of the taxpayer may be thoroughly con- 
sistent with government benefit. I doubt that there 
can be much serious disagreement in informed circles 
that the most convenient manner of paying a heavy 
tax is currently out of the earnings subject to tax,— 
a pay-as-you-earn plan. This involves withholding or 
collecting of the tax at the source, or purchase of tax 
anticipation notes, or both. Withholding procedure 
has been urged only with respect to fixed and deter- 
minable income, such as salary, wages, other com- 
pensation, rents, royalties, annuities, interest and 
dividends. From the administrative point of view, 
withholding is a most desirable form of tax collec- 
tion. True, burdens are imposed on the payor, but 
these will be cheerfully borne, I am confident. More- 
over, the additional burden involved in withholding is 
not, in the over-all picture, a greatly increased burden 
on organizations already called upon to make endless 
reports to the government and to withhold social 
security taxes. Employment of stamps could simplify 
withholding procedure and expedite revenue collection. 

Withholding at the source, as already stated, is an 
indispensable element in the anti-inflation campaign. 
Earlier collection of revenue, as is well known, would 
benefit the government in at least two ways: 


(a) Funds would be currently and, therefore, more quickly 
available for war use. 

(b) Ultimate loss of collection would be minimized by 
current collections. The longer the collection is delayed, 
the greater the danger of taxpayer insolvency and other 
financial reverses, which make collection difficult and 
sometimes impossible. 


Canon 9—War Taxation Should Be Enacted Speedily 

There should be no undue delay in enacting war 
revenue legislation. So far as excise taxes are con- 
cerned, it is probably true that endless discussion and 
debate will not produce a more scientific and more 
equitable set of levies than concentrated effort with 
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a time limitation for action. The loss in revenue is 
irretrievable: an untaxed sale today will never pro- 
duce revenue in the future. President Roosevelt was 
recently reported *° as urging that action be expedited on 
the excise tax provisions by dividing pending legislation 
into two parts. Revenue loss is estimated as at least 
$1 million a day. Not only is there loss in revenue 
but there is delay in applying one of the few available 
positive anti-inflationary devices. 

Although most of us appreciate fully the cost of 
delay, nevertheless I trust that none of us subscribes 
to an impatient and undemocratic suggestion which 
| recently heard: “Congressional revenue committees 
should be locked up in a sort of ‘college of cardinals’ 
and held together in continuous session until the ex- 
cise taxes are agreed upon.” Every observer must 
know that Congress has not been working under any 
Wagner Act hour limitation. 

As to the non-excise provisions, speed too is an 
essential, but, because the rates (except on gifts and 
estates) can be made retroactive to the first of the 
vear, the criticizable factor is not revenue loss. Delay 
in enactment creates suspense, which is bad for 
morale. With rumors floating about, some possibly 
inspired, involving tax rates as high as 100% and 
limitations on income and earnings,*' small wonder 
it is that there is concern, worry and unrest. Part 
of the delay is undoubtedly due to the democratic 
process, which one might be willing to abridge some- 
what during the war emergency, but surely not elimi. 
nate entirely. We are now paying the penalty of 
unpreparedness here as in so many other fields. A 
scientific approach to taxation vears ago would have 
contributed greatly to a speedy and effective war tax 
measure. 


Canon 10—War Taxation Should Avoid Grave Injury 
To States and Their Political Subdivisions 

Federal taxation, even war taxation, should not 
ignore the fact that states and their political sub- 
divisions depend to a great extent on the same sources 
as are levied upon by the federal government. With 
the inevitable increase in federal taxes, both in rates 
and in items taxed, there are signs of dangerous en- 
croachment upon the restricted tax sources on which 
states and municipalities must continue to depend for 
the bulk of their revenue. 

Consider a state-like city, my own New York, for 
example. Disinterested observers have commended 
the handling of its finances throughout the depression. 
Such fiscal success has contributed much to morale. 
This is likewise true of other communities. The re- 
cent distressing New York City experience in reduc- 


ing salary expenditures, apparently unavoidable 





© New York Times, June 17, 1942, 
't New York Times, June 16 and 17, 1942. 
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because of budgetary limitations, illustrates the point. 
The impact of the war is bound seriously to affect 
the finances of cities and towns. If the shift from 
peace to war industry, augmented by federal taxation, 
were to cripple municipal finances, the repercussions 
would necessarily be extremely harmful to the war 
effort. And what is true of cities is likewise true of 
other political subdivisions of states. Would it not 
be advisable for the federal government to forego 
some additional revenue, if thereby we would avoid 
jeopardizing the finances of other governmental divi- 
sions? Destruction of morale which would follow 
general and widespread financial embarrassment of 
states and their political subdivisions should lead 
Congress deliberately to avoid ruination through 
taxation. Cost of avoidance is comparatively small. 

The Treasury has recommended taxation of interest 
on obligations of states and their political subdivi- 
sions. In my opinion, there was no justification for 
continuing the exemption of such interest after the adop- 
tion of the Sixteenth Amendment. I appreciate the fact 
that among those who take an opposite view are some 
of our leading constitutional lawyers. Many people 
have been led to believe that such interest is constitu- 
tionally exempt, and I have no doubt that representa 
tions to this effect have induced the great majority 
of purchases of such governmental securities. It is 
for this reason that I hesitate to advocate unquall- 
fiedly the elimination of the exemption on outstanding 
securities, although I agree with those who claim that 
there is no moral obligation on the part of the United 
States to recognize the exemption. Was it not 
equally “immoral” to subject to tax the compensation 
of elected officials and civil service employees of states 
and their political subdivisions who had been led to 
believe that their salaries were tax-exempt? Obvi 
ously, the moral argument does not apply to future 
issues. And yet, despite the Treasury estimate that 
under existing rates $200,000,000 annual revenue is 
involved, I believe that the tenth canon is the one 
which should guide us for the duration. The fiscal 
plight of cities and states may become extremely 
grave. I believe that, for the duration, logic must 
yield to instinct, and that a bad situation which should 
not have been permitted to develop should remain un- 
disturbed for the present. 

It has been suggested that, as a compromise, ¢X- 
empt interest might be subjected to a preferential rate 
at, say, one-third or one-half of ordinary rates. The 
basis of the suggestion is the allegation that such 
reduced tax would not be unfair because the exemp- 
tion privilege increases in value as tax rates on ordli- 
nary income rise. While I recognize the apparent 
equity involved, nevertheless I believe it wiser to 


permit the situation to remain unchanged for the time 
being. 
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The Tax Benefit Rule and 


ANDOLPH E. PAUL, Adviser to the Treas- 
ury, in his recent recommendations to the 
House Ways and Means Committee, sug- 

gested among other things that recoveries of bad 
debts and tax refunds—ordinarily regarded as taxable 
income—should not be treated as such if the tax- 
payer had not derived a “tax benefit” from the orig- 
inal deduction. <A similar suggestion was made by 
the American Institute of Accountants’ Committee on 
Federal Taxation in its recommendations for the re- 
vision of the Internal Revenue Code.’ The latter com- 
mittee wants this principle extended to the deduction 
of excessive depreciation in loss years. The sugges- 
tion of Randolph E, Paul has been tentatively ap- 
proved by the Ways and Means Committee. 


Time and again, the Tax Benefit Rule has been 
applied by the BTA and the courts both against and 
in favor of the taxpayer. A study of the various cases 
decided by the courts reveals that the theoretical 
fundamentals of the Tax Benefit Rule have not as yet 
been clearly defined and that its consequences have 
not yet been worked out in full measure. A review 
of the cases in point might tend to define more clearly 
the rule, its application and—limitation. 


In a few words, the basic idea of the Tax Benefit 
Rule is this: Ifa taxpayer has derived a benefit from 
a deduction by reducing his taxable income in the year 
of deduction, he must declare as taxable income any 
recovery or other change of his status which— 
ex nunc—makes the original deduction seem unjusti- 
fied. The deduction of a bad debt, justified and allow- 
able at the time of deduction, appears unjustified later 
by the very fact of the “bad” debt’s recovery. The 
same holds true for other deductions, such as taxes, 
later refunded ; accrued expenses, later reversed ; a loss 
for which the taxpayer receives compensation later 
and other deductions to be exemplified below. 


It is only a logical conclusion to go one step further 
and say that no such taxable income is derived from 
recoveries if the taxpayer at the time of the original 
deduction did not derive a tax benefit from it by virtue 
of the fact that the gross income was not sufficient to 
be offset by such deduction. 


Doctor of Jurisprudence; Tax Accountant, New York City. 
' Journal of Accountancy, June, 1942, pp. 489,490. 
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In developing the theoretical fundamentals of the 
Tax Benefit Rule, three categories of cases must be 
kept in mind: 

1. Cases where the original deduction was justified 
in the year it was taken: 





Rowland W. Lassen 





In this category fall the deduction of bad debts, 
taxes, deductible reserves and accrued expenses, which 
were justified at the time of deduction but which 
were either recovered or reversed in a later taxable 
period. As will be shown, these are the true cases 
of Tax Benefit Rule, and most of the decisions apply- 
ing that rule are based on such facts. In these cases, 
the original deduction appears unjustified ex nunc, 
that is, at the time of recovery or reversal. 
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2. Cases where the original deduction was not justi- 
fied in the year it was taken: 

The same examples as under 1 are applicable here. 
However, the original deduction was not justified and 
should neither have been taken by the taxpayer nor 
allowed by the Commissioner. As will be shown, in 
most of these cases, the Tax Benefit Rule is not appli- 
cable. Here the original deduction was unjustified 
ex tune. 

3. Cases where no original deduction was taken: 

In this category fall cases where the taxpayer has 
an economic enrichment which might not be taxable 
income in the strict sense of the word, such as for- 
giveness of indebtedness, purchase of own bonds be- 
low par, reversal of reserves not previously deducted, 
etc. Whether or not the Tax Benefit Rule or an 
analogous application of it can be used in these cases 
will be shown below. 


Fundamentals of the Rule 

An analysis of the theory of the Tax Benefit Rule 
necessarily reveals the following fundamentals: 

A. It presupposes that a single transaction must be 
viewed as a whole even though it may extend over 
more than one tax period. 

It is the basic principle of the Internal Revenue 
Code to distinguish sharply between individual tax 
periods. As a matter of fact, all the revenue codes 
have been built up on this principle, necessitating for 
each taxpayer annual accounting periods based either 
on the calendar year or on fiscal years. It is true that 
the Internal Revenue Code recognizes exceptions to 
that basic principle, such as the accounting for instal- 
ment sales and long-term contracts. 

The courts generally have strictly adhered to the 
principle of individual tax periods. As the leading 
case the lower courts frequently quote Burnet v. San- 
ford & Brooks Company.? In that case the United 
States Supreme Court held that a recovery of excess 
expenses over income made in the years 1913 to 1916 
was income in 1920, when actually received, and stated: 


“ 


the question remains whether the gain or profit which 
is the subject of the tax may be ascertained, as here, on the 
basis of fixed accounting periods or whether, as is pressed 
upon us, it can only be net profit ascertained on the basis of 
particular transactions of the taxpayer when they are brought 
to a conclusion. 

“All the revenue acts have uniformly assessed the 
tax on the basis of annual returns showing the net result on 
all the taxpayer’s transactions during a fixed accounting 
period ; 

“The net result of the two years, if combined in a single 
taxable period, might still be a loss; but it has never been 
supposed that that fact would relieve him from a tax on the 
first, or that it affords any reason for postponing the assess- 
ment of the tax until the end of a lifetime, or for some other 
indefinite period, to ascertain more precisely whether the final 
outcome of the period or of a given transaction, will be a gain 


ora loss.” 





> 282 U. S. 359, 2 ustc J 636. 
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The Supreme Court in this decision did not pass on 
the merits of the Tax Benefit Rule. In the case under 
review the taxpayer had included the excess expenses 
in his tax returns for 1913-1916, without actually de- 
riving a tax benefit from them. The court rightiully 
referred taxpayer to other remedies, that had been 
open to him, the accrual method of accounting or the 
procedure for long-term contracts.** 

Even though the Internal Revenue Code is based 
on individual tax periods, it cannot be denied that 
economically the results are not always justifiable. 
It is especially in connection with the Tax Benefit 
Rule that the courts have recognized this fact and 
therefore have broken the principle of individual tax 
periods and have viewed single transactions, even 
though falling under more than one taxable period, in 
their entirety. 

The arguments brought forward by the courts vary. 
In Hirsch v. Commissioner,’ and in He-tell v. Huston, 
the necessity of the viewing of transactions “as a 
whole” is stressed: 


“cc 


the entire business transaction may be considered 
on the question of whether there is a taxable gain.” (He-tell 
v. Huston, supra.) * 


and 


ii 


conclude that under the circumstances before us 
there is no way of knowing whether the transaction as 
a whole will result in gain or in loss.” (Hirsch v. Commis- 
stoner, supra.) ® 


“Balancing Item” Idea 


Other decisions nave introduced the idea of a “bal- 
ancing item” by stating that if a taxpayer had a tax 
benefit by virtue of a deduction in a previous year 
and recovered such deduction, a balancing item must 
be found in order to give effect to the true economic 
situation. Thus in Grace M. Barnett,® the BTA consid- 
ered a depletion deduction taken on an oil lease in 
1934 as income in 1935 when the land was returned 
to the owner without actually having been drilled. 
In so deciding, the BTA stated: 


“When some event occurs which is inconsistent with a 
deduction taken in a prior year, adjustment may have to be 
made by reporting a balancing item in income for the year in 
which the change occurs.” 


The introduction of such a balancing item clearly 
shows that the BTA finds it necessary to view a trans- 
action as a whole disregarding any one particular tax 
period. A similar thought is expressed in South Dakota 
Concrete Products Company v. Commissioner * deciding 
a case of recovery of embezzled funds previously 
deducted. The BTA in that decision states: 





2a See also Hextell v. Huston, 28 Fed. Supp. 521, 39-2 ustc { 9593. 


and Liberty Insurance Bank v, Commissioner, 14 BTA 1428, rev'd by 


59 F. (2d) 320, 3 ustc § 932. 
3115 F. (2d) 656. 
* Supra, note 2. 
‘a Tbid. 
5 Supra, note 3. 
639 BTA 864. 
726 BTA 1429. 
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“The Commissioner has added no more to income than 
has been deducted previously, thus bringing the amount of 
income reported over the period in balance with the actual 
income of the taxpayer for this period. The faet is 
that the petitioner was entitled to the deductions so far as 
the amount was concerned and it received the benefit of them.” 

While not actually using the expression “balancing 
item,” a similar idea is expressed in Murphy Oil Com- 
pany v. Burnet.* 

The above quoted decisions are true cases of the 
Tax Benefit Rule, but in many other cases the courts 
have also considered it necessary to determine whether 
a transaction as a whole results in gain or loss for the 
taxpayer even though such gain or loss may be deter- 
mined only over several tax periods. Keference is 
made especially to the various decisions concerning 
cancellations of indebtedness or the purchase of a com- 
pany’s own bonds below par, all of which decisions 
consider it decisive whether or not the taxpayer in 
the final effect derives a gain or a loss from the trans- 
action as a whole.® 


True Economic Situation Taken into Account 


Most of these cases could not be sustained if 
it were not for the fact that the true economic situa- 
tion was taken into account even though noticeable 
only over a period of years. There are other argu- 
ments used by the courts such as “enrichment of the 
taxpayer.” Dealing with a recovery of customs 
duties, the BTA in Houbigant, Inc.® states: 

“Having been deducted in prior year returns, if they are 
not taken up in the gross income when recovered, the peti- 
tioner clearly, over a period of years, escapes tax upon gains 
and profits equaling the amount of the customs duties recov- 
ered. It cannot be presumed that such a result was con- 
templated by Congress. Furthermore, from any standpoint, 
the petitioner was enriched by the recoveries. . . .” 

It might be suggested that such treatment of trans- 
actions as a whole not only conflicts with the basic 
idea of individual tax periods as reflected in the In- 
ternal Revenue Code, but also stands in direct conflict 
with the Statute of Limitations. On closer inspection, 
however, it will be found that no such discrepancy 
exists. In almost all of the cases under review here, 
the year in which the deduction was originally taken 
could not be reopened by the Commissioner any more. 
However, it is likewise true that all these cases have 
a new element, namely, a recovery or increment in 
value or decrease of liability in the year in which in- 
come was determined by the Commissioner to have 


8 287 U. S. 299, 3 ustc ff 1002. 

®*See Helvering v. American Chicle Co., 291 U. S. 426, 4 ystc 
"1240; Kirby Lumber Company v. U. 8., 284 U. S. 1, 2 ustc {| 814; 
Haden Company v. Commissioner, 118 F. (2d) 285, 41-1 ustc | 9331; 
Hextell v. Huston, supra; Helvermg v. A. L. Killian, 42-2 ustc 
19487, CCA-8, No. 12,164, May 15, 1942; Bowers v. Kerbaugh-Empire 
Company, 271 U. S. 170, 1 ustc J 174; Commissioner v. Simmons Gin 
Co., 43 F, (2d) 327, 2 ustc { 568; Commissioner v. Rail Joint Com- 
pany, 61 F. (2d) 751, 3 ustc § 991; and Allen v. Courts, 127 F. (2d) 
127, 42-1 ustc J 9393. 

” Houbigant, Inc. v. Commissioner, 31 BTA 954, aff'd without 
opinion, 80 F. (2d) 1012. 
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been received. As long as the deduction in a now 
closed year was originally justified, it is obvious that 
even if there were no Statute of Limitations, no 
change in that year could be made by the Commis- 
sioner. The new element in the later taxable period is 
the decisive factor.” 


It must be kept in mind, however, that the Statute 
of Limitations may be disregarded only in such cases 
in which the original deduction was justified. En- 
tirely different conclusions must be reached in cases 
in which the original deduction was unjustified. If 
a taxpayer had made a deduction from gross income 
in a previous year which at that time should not have 
been allowed by the Commissioner, and if in a later 
year, the taxpayer recovered the amount deducted or 
received compensation for a previously undeductible 
but actually deducted loss: The Commissioner has 
often contended that such recovery or compensation 
be regarded as income in the year of recovery. The 
courts on the other hand on a logically sound basis 
have not followed the Commissioner. Thus in 
El Dorado Oil Works v. Commissioner,’? the Board 
refused to consider as income a reversal of a liability 
for costs of goods sold in previous years on the 
strength of the Statute of Limitations, and in North- 
western States Portland Cement Company v. Huston ™ 
the Eighth Circuit Court stated: 


“ce 


taxpayer mistakenly took, and Commissioner mis- 
takenly allowed it to take, deductions in the years 1916 and 
1917 on account of additions to a non-deductible (sack) re- 
serve. The circumstance that the taxpayer thus escaped 
paying taxes on income which was clearly taxable in the years 
1916 and 1917, and that the Commissioner failed to discover 
that circumstance and failed to collect the full amount of the 
taxpayer’s liability for those years would not alter the fact 
that the additions to the reserve represented taxable income 
of the taxpayer for the years 1916 and 1917 on which taxes 
legally accrued . . there are barred deficiencies — 
for . . . 1916 and 1917 which the appellee (the Government) 
is now trying to use to convert what was not taxable income 
for 1932 into taxable income for that year.” 


It may be argued that the result is economically not 
sound because a taxpayer escapes tax obligations on 
what should really be a taxable enrichment, but the 
logical conclusion must necessarily lead to that result 
and it is after all not inconsistent with the general 
results of the Statute of Limitations. Rightfully, there- 
fore, the BTA in Liberty Insurance Bank v. Commis- 
sioner, (supra), states, quoting its opinion in Macmillan 
Company :"4 


“The fact that a taxpayer has paid lower taxes for prior 
years than those which were rightfully due, because of erro- 
neous computations of taxable income, and that the Statute 
of Limitations now bars the assessment and collection of any 





11 See Central Loan and Investment Company v. Commissioner (39 
BTA 981—non-acquiescence) in which case, the Commissioner had 
pleaded that the Statute of Limitations had run against the tax- 
payer, which argument was refuted by the Board. 

246 BTA —, No, 133. 

13 CCA-8, rev’g District Court, 42-1 ustc {| 9354. 

444 BTA 251. 
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deficiency for those years, does not justify any erroneous 
computation of its tax liability for any subsequent year.” ” 


The first theoretical fundamental of the Tax Benefit 
Rule therefore may be stated as follows: Even though 
extending over several individual tax periods, a trans- 
action may be viewed as a whole and its final economic 
outcome considered and expressed in taxation unless 
the Statute of Limitations bars the reversal of un- 
justified deductions. 

B. The application of the Tax Benefit Rule further 
presupposes that on the strength of a previous deduc- 
tion a recovery in later years be regarded as taxable 
income even though such recovery is not income in 
the strict sense of the word. 

It is at this point that the decisions vary greatly and 
that no clearly defined theoretical basis has been worked 
out yet. It will be shown that the necessity for such a 
clearly defined theoretical basis is a prerequisite for 
the application of the Tax Benefit Rule to its last con- 
clusion. Most of the courts have realized that a re- 
covery of bad debts and a compensation of losses, etc., 
are capital items and not income.’® It has been argued 
that a taxpayer by taking a deduction, that is, a benefit 
tendered to him, acquiesces implicitly in that a later 
recovery of the previous deduction, that is, a recovery 
of capital, may be taxed as income.’* Whether or not 
this is good theory seems highly doubtful. It goes 
too far to say that a taxpayer by making a deduction 
should implicitly enter into an agreement to have the 
deduction be regarded as income if later recovered 
or reversed. 


National Bank of Commerce Case 


A better theory and probably the one which truly 
underlies the Tax Benefit Rule is expressed in National 


Bank of Commerce of Seattle v. Commissioner,* which 
states: 


“However, when such a loan becomes worthless, the amount 
thereof is loss of capital, but the income tax laws permit the 
bank to recoup its capital by deducting from the profits o1 
income the amount of the loss. Thus the bank does not pay a 
tax on all its income, but on the amount of income less the loss 
on the worthless debt. The debt itself then loses its nature 
as capital, but represents that portion of the income which 
was not taxed, and the capital is the money taken from the 
profits or income. If the loan, after being deducted from 
income, is paid, then the lender is receiving profit or income 
otherwise, the lender would double its capital on one transac- 
tion. In other words the profits or income used to pay back 
the capital when the debt is charged off is represented by 


the worthless loan, so that when such loan is paid the profits 
are replaced.” 





In deciding a case of recovery of a fire loss by insur- 
ance, it is stated in Cooper et al. v. U. S. (supra): 





* See also Estate of George H. Flinn v. Commissioner, 45 BTA 874. 

16 See National Bank of Commerce of Seattle v. Commissioner, 115 
F. (2d) 875 40-2 ustc § 9804; Cooper et al. v. U. S., 9 F. (2d) 216. 
1 ustc § 149; South Dakota Concrete Products v. Commissioner, 26 
BTA 1429; and Philadelphia National Bank v. Rothensies, 43 F. 
Supp. 923, 42-1 ustc § 9325. 
7 See Philadelphia National Bank v. Rothensies, note 16, supra. 
% Note 16, supra. 
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“Under the circumstances shown the property burned being 
deducted from inventory, the amount received from insurance 
stood in its place. While not income in a strict sense, 
it is at least a part of the property of the corporation, which 
should enter into the determination of excess profits.” 


Based on the National Bank of Commerce of Seattle 
case, the BTA in a recent decision’® has used the 
theory of conversion of capital into income to consider 
as taxable income the recovery of a loss previously 
used as a deduction from income for tax purposes. 
It would seem that the idea of capital converted into 
“non-taxed” income by virtue of a deduction gives the 
correct theoretical basis for an inclusion of compensated 
loss or recovered bad debts as taxable income at the 
time of compensation or recovery. As it was stated 
in the National Bank of Commerce of Seattle case, the 
deducted item generally generates from capital but is 
used to offset income. Thus the offset part of income 
is converted from, what without the deduction would 
be taxable income, to non-taxable income. The capital 
thus becomes a part of taxpayer’s non-taxed income 
which remains “latent” or—for tax purposes—potential 
taxable income, potential as far as later circumstances 
may convert it into real taxable income. The same 
applies to the question of depreciation and depletion. 
For tax purposes, depreciation is recovery of invested 
capital through income on an annual basis. By taking 
such depreciation, the taxpayer annually sets aside a 
certain amount of his income until the cost of the 
property (capital) has been fully recovered. Since 
such depreciation for tax purposes is allowed as a 
deduction from gross income, it is clear that the other- 
wise taxable income becomes non-taxable and remains 
“latent” by virtue of the depreciation taken. Only at 
the time of sale of the depreciated asset can the final 
gain or loss be determined. 

Even though a conversion to non-taxable income 
might not be so clear on the surface as far as deduc- 
tion of expenses, such as taxes, customs duties, ac- 
crued employees’ wages or officers’ salaries or interest 
due to stockholders is concerned, the underlying theory 
is the same. What as gross income was taxable in- 
come becomes non-taxed income by virtue of the ex- 
pense deduction. It is therefore “latent,” or for tax 
purposes, potential income, which becomes real tax- 
able income, if in a later tax period the accrued 


expense is reversed or the actually paid expense 
refunded.”° 


Impressed or Impounded Funds 
In the Charleston case,? a case of unclaimed wages, 


the Circuit Court of Appeals uses the expression that 


19 Dobson v. Commissioner, 46 BTA —, No. 101. 

2 See The Creamette Co. v. Commissioner, 37 BTA 216, consider- 
ing a transfer of an excessive reserve for premium coupons to sur- 
plus as new income realized in the year in which the extent of the 
liability was finally determined; also Chicago, R. I. & P. Ry. ©. 
v. Commissioner, 47 F. (2d) 990, 2 ustc § 696, and Charleston & 
Western Carolina Ry. Co. v. Burnet, 50 F. (2d) 342, 2 ustc § 732. 


2a Charleston & Western Carolina Ry. Co. v, Burnet, 50 F. (2d) 
342, 2 ustc J 732. 
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the funds set aside and deducted from income in a 
previous year at that time had been “impressed” with 
a particular obligation and a consequent right of de- 
duction. The fact that such funds are impounded or 
impressed carries out the idea outlined above, namely, 
that certain income is set aside and remains “latent” 
until the final liability is determined or until a re- 
covery, that is, an extraneous event, frees it. 

The difference between the theory of an assumed 
consent of the taxpayer to have a recovered deduction 
treated as income (Philadelphia National Bank case, 
supra) and the theory of conversion of capital to latent 
income (National Bank of Commerce of Seattle case, 
supra) has very important and practical significance. 
In the Philadelphia National Bank case, it has been 
logically concluded that the burden of proof is on the 
government: 

“The real situation is that the Government is proposing to 
tax a return of capital, upon the theory that the taxpayer 
by having received a benefit has made itself liable to the 
tax as though it were upon income. The burden of proving 
an estoppel is on the Government . . .” 

If on the other hand the theory of conversion of 
capital into “latent” income by virtue of deduction is 
followed, it is logically to be assumed, that the tax- 
payer derived a tax benefit from the deduction and 
that it is the taxpayer’s burden to prove that no such 
tax benefit was derived from the deduction. 


Conversion of Capital or Taxable Income 
To Latent Income 


The second principle of the Tax Benefit Rule there- 
fore may be formulated as follows: Its application 
depends upon a conversion of capital or taxable in- 
come to “latent” non-taxable but potentially taxable 
income by virtue of a deduction justifiably taken in a 
previous year. 

From the above, it can be seen that cases of forgive- 
ness of indebtedness or reversals of reserves not pre- 
viously deducted are not true cases of the Tax Benefit 
Rule. In these cases also, capital is converted to in- 
come.*?_ But the conversion of capital to income actually 
takes place in the year in which such income is taxed. 
Whether or not income is actually derived from such 
conversion depends upon whether or not the taxpayer 
had an increment in value, a gain or a loss and is not 
based on any previous deduction. Therefore, the Tax 
Benefit Rule as such is not applicable. 

The Tax Benefit Rule as worked out above under A 
and B is limited by Regulations 103 Section 19.22 (a)-14 
in the case of a gratuitous forgiveness of debt by a 


—— 


21 See Boston Consolidated Gas Company v. Commissioner, CCA-1, 
42-2 ustc 9506; Commissioner v. Rail Joint Company, supra; U. 8. 
v. Kirby Lumber Company, supra; American Chicle Company, 
supra, ete. 
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stockholder to his corporation. Such forgiveness is 
in general considered as a contribution to the capital 
of the corporation. This applies, even if the debt 
originated from an accrual of salaries or interest due 
the stockholders, which was deducted as an expense 
in a previous tax period. In a recent decision ”? the 
Second Circuit Court of Appeals states: 


“There is nothing in the language of the Article to suggest 
the Commissioner’s limited construction that the Article is 
not to apply if the debts or items of expense they represent, 
have been used to decrease the corporation’s income taxes in 
the prior years. That consideration we said in Commissioner 
v. Auto Strop Safety Razor Co. (74 F. (2d) 226) is foreign to 
the question of determining whether the release of a debt 
amounts to a contribution to capital.” 


Was it not for Section 19.22 (a)-14 of the Regulations, 
it can clearly be seen that such cases would be sub- 
ject to the Tax Benefit Rule, but in view of that pro- 
vision in the law and its correct interpretation, its 
application is limited. A similar statutory limitation 
to the Tax Benefit Rule is contained in Internal Rev- 
enue Code Section 113 (b) (1) (B) with respect to 
allowable depreciation, which will be discussed below. 


Consequences Analyzed 


C. The theoretical fundamentals of the Tax Benefit 
Rule having been defined above, its consequences may 
now be analyzed. The most important question which 
both in legislation and jurisdiction has not as yet 
found a concise expression is the question of whether 
or not a recovery or compensation should be regarded 
as income, even though the original deduction did not 
give the taxpayer a benefit. This would be the case 
if the taxpayer used the deduction in a year in which 
instead of a net income he had a loss even without 
taking into consideration the deduction. Before analyz- 
ing the various answers given by the courts as far as 
bad debts, losses, accrued expenses and depreciation 
are concerned, the logical conclusion of the theoretical 
fundamentals outlined above must be worked out. It 
was stated that a deduction taken in previous years 
in most cases is a conversion of either capital to “latent” 
income or of taxable income to non-taxed “latent” 
income. Ifthe deduction was taken in a loss year and 
was not used to offset income, no such conversion can 
take place. This has been brought out by various 
cases, especially Central Loan & Investment Company 
v. Commissioner; 8 Amsco Wire Products Corporation ** 
and others. No income having been converted into 
“latent” income, the later recovery or recoupment of 
loss cannot be considered taxable income.” 





22 Carroll-McCreary Company, Inc. v. Commissioner, CCA-2, rev’g 
BTA memo. opinion, 42-1 ustc { 9183. 

23 Supra, note 11. 

4% 44 BTA 717. 

2 See also Dobson v, Commissioner, 46 BTA —, No. 101, and 
Estate of James N. Collis, 46 BTA —, No. 100. 
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Even on the theory expressed in the Philadelphia 
National Bank v. Rothensies case (supra), the same con- 
clusions are reached. The court argues as follows: 


“In the absence of express terms, considerations of equity 
and fair dealing forbid that the waiver of the acquiescence 
be carried beyond the benefit received and the same applies 
if it be considered as an estoppel. I am of the opinion that 
; tax cannot be imposed upon recoveries of bad debts 
unless the deductions for them resulted in benefit to the tax- 
payer by reducing his tax liability.” 

Here again, the difference between the two theories 
becomes practicable at least as far as procedure is 
concerned. The court in the last quoted decision 
states that since the burden of proving that a tax 
benefit was derived from the previous deduction was 
on the Commissioner, it was not the taxpayer’s bur- 
den of proof that no such benefit was derived. If on 
the other hand the theory is followed that the deduc- 
tion effects a conversion of capital or income to latent 
income, it is the taxpayer’s burden of proof that no 
such conversion had taken place because he deducted 
in a loss year. It would seem that the latter theory 
is not only more logical but also more practicable and 
it is believed that in most of the cases in point it has 
been applied even though not always clearly defined.”® 


Recovery of Bad Debts 


As far as recovery of bad debts is concerned, it is 
well known that the Commissioner at various times 
and in various general counsel memoranda has re- 
versed his opinion several times. There is no need in 
analyzing again the various positions taken in GCM 
18525 (later modified by GCM 20854) and finally in 
1940 in GCM 22163, the latter determining that a bad- 
debt recovery is to be regarded as taxable income 
irrespective of whether the taxpayer had derived a 
tax benefit from the original deduction. 

The BTA on the other hand lately has consistently 
opposed the Commissioner and has considered a re- 
covery of bad debts only taxable income if the tax- 
payer derived a tax benefit from the original deduc- 
tion.** On the strength of the above quoted decisions, 
it can now safely be said that Lake View Trust & 
Savings Bank ** may be considered as obsolete. It is 
also believed that on the strength of the suggestions 
by Randolph E. Paul quoted at the outset and of the 
rather consistent point of view now taken by the 
BTA, this question will be definitely settled in favor 
of the taxpayer. The opposite viewpoint, as taken by 





* E.g., Citizens National Bank v, Commissioner, 46 BTA —, 
No. 128, and Second National Bank of Ashland, Ky. v. Commis- 
sioner, memo BTA, June 23, 1942. 

7 See National Bank of Commerce v. Commissioner, 40 BTA 72: 
State-Planters Bank and Trust Company v. Commissioner, 45 BTA —, 
No. 101; Second National Bank of Nashua (memo BTA decision of 
December 29, 1941); Corn Exchange National Bank & Trust Company 


v, Commissioner, 46 BTA —, No. 150; and many other recent memo 
decisions, 


27 BTA 290. 
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Stearns Coal & Lumber Company v. Seldon R. Glenn * 
does not seem to stand up. The reliance on Burnet 
v. Sanford & Brooks Company *® and the question of 
individual tax periods is not convincing. It has been 
shown above that the taxable treatment of transac- 
tions “as a whole” is necessary to obtain justifiable 
results and besides the Sanford & Brooks case treated 
an entirely different set of facts and does not aim to 
pass on the Tax Benefit Rule. 

It seems that the same conclusions may be reached 
as far as recoupment of previously deducted losses is 
concerned. The most recent case, Dobson v. Commis- 
sioner,*' treating a recovery of a loss on rescission is 
a good indication of this trend. It should be noted, 
however, that the Commissioner did not acquiesce in 
the latter two decisions. 

With respect to accrued expenses later reversed, 
because they were either forgiven or unclaimed, the 
Board lately has taken the same—consistent—stand. 
In Amsco Wire Products Corporation ** the cancella- 
tion of accrued salaries as such was regarded as income 
in reliance on Helvering v. Jane Holding Corporation,® 
and Beacon Auto Stores, Inc.,°* however, only insofar 
as an actual tax benefit was derived from such deduc- 
tion by the taxpayer. A similar conclusion was reached 
in Central Loan and Investment Company v. Commis- 
sioner, supra, for refunded taxes.*® 

It is on that point that a restrictive element should 
be brought in. It is true that it is up to the taxpayer 
whether or not he wants to make use of a deduction. 
If he does not take the deduction and later recovers 
the amount, it is believed that there should be made 
a distinction whether the deduction, if it had been 
made, would have given him a tax benefit. Was it 
not for this distinction, an inequitable result would 
be achieved. Assuming a taxpayer in 1931 had the 
right to deduct property taxes paid but did not take 
advantage of such deduction, and assuming further 
that in 1941 he received a refund for the taxes paid in 
1931: Had he actually deducted the tax in 1931, it is 
clear that the refund would be taxable if the original 
deduction had offset otherwise taxable income. On 
the other hand, it would not be income if he had a loss 
in 1931 without giving effect to the deduction of such 
taxes. It cannot be seen why the taxpayer by mis- 
takenly not using the deduction in 1931 should be 
permitted to refute the theory of income in 1941, at 
the time the refund was received, unless he could 
argue that a proper deduction in 1931 would not have 





* DC, W. D., Ky., Louisville Div., 41-2 ustc { 9781. 

% Supra, note 2. 

3146 BTA —, 
No. 100. 

2 44 BTA 717. 

33109 F. (2d) 933, 40-1 ustc {] 9280. 

* 42 BTA 703. 

% See also United States Lines Operations, Inc., memo. BTA 


106859 of June 1, 1942, and Hoboken Land & Improvement Co. ¥: 
Commissioner, 46 BTA —, No, 62). 


No. 101; see also Estate of Collins, 46 BTA —- 
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given him a benefit anyway. Just as an unjustified 
deduction, as pointed out above, cannot be made in- 
come at the time of the recovery because of the Statute 
of Limitations, so a taxpayer having mistakenly 
omitted a deduction cannot claim that a later recovery 
should not be regarded as income. It is granted that 
in either case, the results might not be economically 
justified, but the logical conclusion of the theories 
outlined herein unavoidably leads to this result. 


Depreciation and Depletion 


The most difficult case is that of depreciation and 
depletion. As has been pointed out above, deprecia- 
tion for tax purposes is a periodical recovery of in- 
vested capital through income. The same applies to 
the depletion of wasting assets. In accordance with 
Section 113 (b) (1) (B) of the Internal Revenue Code, 
a taxpayer when selling a depreciated or depleted 
asset has to adjust its cost basis by the amount of 
depreciation “allowed—(but not less than the amount 
allowable)” in prior years (see Regulations 103, Sec- 
tion 19.113 (b) (1)-1). In computing the correct basis 
the question has often arisen whether or not such a 
reduction of actual cost is effected even though: 


1. The taxpayer did not use the depreciation charge as a 
deduction in prior years, or 


2. If he did not derive a tax benefit from the deduction 


because he had a net loss even without giving effect to the 
depreciation deduction. 


U.S. v. Ludey 


In U. S. v. Ludey ** the United States Supreme Court 
has definitely stated that the gain or loss on a sale of 
an asset does not depend upon the amount of deprecia- 
tion actually claimed in earlier years. If the taxpayer 
failed to claim depreciation in an earlier year, he still 
has to reduce his cost by the amount he would have 
been allowed to deduct since “he cannot choose the 
year in which he will take a reduction . . .” *7 


The idea of tax benefit as such is entirely disre- 
garded in the above decision which still is the lead- 
ing case. 

\pplying the conclusions arrived at heretofore, it 
should logically follow that the cost basis of a prop- 
erty is not reduced by depreciation actually deducted 
if the taxpayer did not derive a tax benefit from it. 
Leaving aside for the time being the interpretation 
of the expression “allowable” as used in IRC Section 
113 (b) (1) (B) and considering depreciation as a 
deduction like any other deduction (bad debts, losses, 
etc.) it cannot be seen why there should be a difference 
in its treatment as far as the tax benefit rule is con- 
cerned. If it is right that a deduction is conversion 
of capital to non-taxable income, it should follow that 


> 274 U.S. 295, 1 ustc ff 234. 
* See also Kittredge v. Commissioner, 88 F, (2d) 632. 
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such conversion cannot take place if there is no con- 
vertible income left. As stated in Pittsburgh Brewing 
Company v. Commissioner ** and followed in Pittston 
Duryea Coal Company v. Commissioner: *° 


‘ec 


. the subtrahend is the depreciation and the minuend 
is the taxable income. If the minuend income is absent, it 
follows that there can be no deduction and consequently no 
allowance within the meaning of the act.” 


It is true that the Pittsburgh Brewing case deals only 
with excessive deduction, that is, with a deduction that is 
not allowable even though actually allowed: by error 
or oversight of the Commissioner. In the case of 
excessive depreciation, the Tax Benefit Rule has also 
been applied in Kennedy Laundry Company v. Commis- 
sioner *° and in Don Lee, Inc. v. U. S.44 However the 
principles of the Pittsburgh Brewing Company case 
have not been extended to cases of ordinary and allow- 
able depreciation.*? 

Even though strict logic—statutory provisions not 
withstanding—should lead to apply the Tax Benefit 
Rule not only as far as excessive depreciation but also 
as far as ordinary allowable depreciation is concerned, 
it is unlikely that the courts will or even can follow 
that thought in view of the actual statutory provi- 
sions and in view of U. S. v. Ludey, supra. As far as 
depletion is concerned, the same principles apply in 
case of a sale of the wasting asset. 

The Tax Benefit Rule is of importance, however, 
for both, depreciation and depletion, in other respects. 
Thus it has been held applicable in the case of oil 
leases if the taxpayer took a depletion deduction in a 
previous year and later received back the property in 
the status quo, i.e., undrilled. In that case, the deple- 
tion previously taken has been considered “income” 
at the time the property was returned.** It is obvious, 
that the return of the property as such is not income 
and that to require a taxpayer to adjust his capital 
account and return a corresponding amount as “in- 
come” (Regulation 103 Section 19.23 (m)-10 (c)) can 
only be justified from the point of view of previously 
derived tax benefits. The BTA on the other hand 
has applied the Tax Benefit Rule in taxpayer’s favor 
if the previous depletion deduction did not effect an 
offset of taxable income for the year in which taken 
and allowed.** 


Partnerships 


D. An interesting question recently decided by 
the BTA is to what extent the Tax Benefit Rule is 





33107 F. (2d) 155, 39-2 ustc J 9759. 
39117 F. (2d) 436, 41-1 ustc § 9212. 
* 46 BTA —, No. 9. 

4142 F. Supp. 884, 42-1 ustc { 9261. 

See Beckridge Corporation v, Commissioner, 45 BTA 131, aff'd 
(CCA-2), June 24, 1942, 42-2 ustc § 9566. Also see Franklin Lumber 
and Power Company v. Commissioner, 18 BTA 1207. 

48 Grace M. Barnett, 39 BTA 864; Murphy Oil Company v, Burnet, 
287 U. S. 299, 3 ustc § 1002, and Houston Farms Development Co., 
Inc, v. U. 8., 42-1 ustc J 9374. 

“4 Estate of Charles H. Robinson et al., 46 BTA —, No, 125. 
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applicable in the case of partnerships and their re- 
spective partners. In Robert A. Haughey et al. v. 
Commissioner,*® a partnership had made a deduction 
for stamp taxes in 1934, had reduced its net income 
by virtue of such deduction and thus derived a tax 
benefit from it. In 1938 this tax was refunded and 
included by the partnership as income in the partner- 
ship information return. Some of the partners excluded 
from their distributive share of the 1938 partnership 
income the amount recovered as refund by the part- 
nership, stating that in 1934 they had shown a net 
loss on their individual returns and would not have 
paid a tax even if the 1934 partnership income had not 
been reduced by the stamp tax deduction. To uphold 
this stand would not only mean—as the BTA states— 
that it be fraught with administrative difficulties. It 
would also lead to the conclusion that partners would 
have to include as income a recovery by the partner- 
ship in their own individual tax returns even though 
the partnership at the time of the deduction had not 
derived a tax benefit from it, as long as the partners 
themselves had decreased their tax liability through 
reduced partnership income in the prior year. But 
these practical considerations cannot influence the 
judgment of the theoretical question. The BTA states 
that the Tax Benefit Rule might be applicable as far 
as the partnership income is concerned, but that the 
partners individually cannot invoke this rule with 
respect to the partnership. Nor does the BTA con- 
sider the final tax benefit accruing to the individual 
partners as the crucial test. Theoretically this deci- 
sion is well founded. The partnership, while not pay- 
ing taxes, computes its income separately and “in the 
same manner and on the same basis as in the case of an 
individual.” ** The statutory exceptions as to capital 
gains and losses and charitable contributions are well 
confined and cannot be extended. It is further pro- 
vided in the statute that the partners have to pick up 
their distributive share in their individual tax returns.*? 
The partnership in distributing its income for tax 
purposes cannot take into account any tax benefits 
possibly derived by their individual partners in pre- 
vious returns. 

E. To summarize the conclusions reached above, 
it can be stated that the Tax Benefit Rule over a period 
of years has found its place in our income tax system. 
It would seem that the cases in which it can be applied 
have not as yet been exhausted, at least not all pos- 
sible cases have come up for adjudication as yet. The 
recognition of the Tax Benefit Rule not only works 
for or against the taxpayer in the case of later re- 
coveries of previously deducted items, but it also helps 
taxpayers to determine whether or not and to what 





47 BTA —, No. 1. 
* IRC, Sec. 183. 
* IRC, Sec. 182(c). 








extent a deduction should be taken. Assuming, a tax- 
payer has a net income of $30,000 before a possible 
loss deduction of $200,000, such taxpayer might be 
hesitant to use or to show the full $200,000 as a deduc- 
tion because an unexpected total recovery of the loss 
in a subsequent year would—without the Tax Benefit 
Rule—force him to include these $200,000 as income 
at the time of recovery. If on the other hand, such 
total recovery can only increase his taxable income 
at the time of recovery to the extent to which it was 
actually used as an offset of income, i. e., $30,000, the 
decision to deduct the entire loss is made much easier. 
This is of special importance at the present time where 
many taxpayers have been forced to deduct foreign 
holdings which must be considered lost under the 
present war circumstances, but which might be re- 
coverable after the war. 

Should the recommendations tentatively accepted 
by the Ways and Means Committee, to include as tax- 
able income a recovery of bad debts or refund of taxes 
only as far as taxpayers have used them to offset in- 
come, be embodied in the new Internal Revenue Code, 
the Tax Benefit Rule will find its first statutory provi- 
sion. It is to be hoped that it will be extended to 
the other cases exemplified above and that its applica- 
tion will find wider recognition. 


Chicago Meeting of Controller’s Institute 
To Feature Tax Session 


Because solution of controllership problems is 
helpful to the prosecution of the war, the Controllers 
Institute of America is proceeding with plans for its 
annual meeting, to be held at the Palmer House, 
Chicago, Septemper 21 to 23. Already scheduled for 
the conference is a full day’s discussion of federal 
taxes, in which Treasury Department experts, a mem- 
ber of the House Ways and Means Committee and 
leading tax consultants will participate, along with 
the heads of tax departments of large corporations. 
The Congressman is Representative John W. Boehre, 
Jr., of Indiana. 


The tax session, scheduled for Wednesday, Septem- 
ber 23, will be organized and presided over by F. G. 
Hamrick of the American Smelting and Refining 
Company, New York, who is chairman of the Institute’s 
Committee on Cooperation with the Treasury Depart- 
ment. Ellsworth C. Alvord, Washington tax attorney, 
will be on this program, as will Maxwell E. McDowell, 
head of the tax department of the Standard Oil Com- 
pany of New Jersey, and Walter A. Cooper, partner 
of Peat, Marwick, Mitchell & Company, New York 
public accountants. 
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The Impact of War upon Federal Tax Structures: 


AUSTRALIA, CANADA and the 


UNITED 


ISCAL systems are among the first of the eco- 
nomic institutions of the modern state to feel 
the impact of war. Even before armed conflict 

actually begins, the huge cost of military preparations 
imposes strains upon national revenues, strains so 
great that they can be met only by drastic changes in 
the financial structure. With the coming of war, 
heavy taxes and great loans, regarded as politically 
impossible in peacetime, overshadow the pygmy yields 
of pre-war revenue devices. 

Because of the heavy load which warfare places 
upon national finances, the most revolutionary fiscal 
developments have come about in periods of interna- 
tional conflict, when peacetime revenue structures 
buckled under the weight of military expenditures.’ 
So the histories of the income tax, the excess profits 
tax, the estate tax—to take three examples—have been 
largely written in terms of war finance,” while national 
debts, even more markedly, appear to be fiscal off- 
spring of war.’ 

While warfare has profoundly affected the revenuc 
systems of all modern nations, it has produced the 
greatest complications in nations organized as federa- 
tions of quasi-sovereign states. The nature of these 
problems peculiar to federations is illustrated by re- 
cent developments in the chief English-speaking fed- 


Board of Investigation and Research, Washington, D. C. 


In the preparation of this paper, the author has received valuable 
Suggestions from Dr. H. S. Bloch and Mr, Charles F. Conlon. 


1E. R, A, Seligman stated: ‘‘Well-nigh all changes in finance ere 
due to war... or to the fear of war.’’ Annals of the American 
Academy of Political and Social Science, Vol. CXXIX, No. 218 (Jan- 
uary, 1927), p. 5. 
: * The modern income tax was first introduced in England to help 
finance the Napoleonic Wars. It came to the United States Federal 
Government in the Civil War and to several nations, including the 
Federal Governments of Australia, Canada, Germany, and Switzer- 
land in World War I. The first excess profits tax appears to have 
been enacted by the state of Georgia in 1863 to provide war pensions 
for Confederate soldiers. Excess profits taxes were not widely 
adopted, however, until World War I. Estate duties, while among 
medieval feudal duties, appeared as modern taxes for the first time 
in Britain during the costly Continental campaigns of the late 
seventeenth century. Inheritance taxes were first collected by our 
Federal Government in the War of 1812. 


*The British national debt, for example, may be said to have 
begun during the wars of the late seventeenth century. Before the 
advent of William II, the total debt was only about 85,000 pounds, 
borrowed in anticipation of import duties. The American Revolu- 
tion added approximately 120,000,000 and the Napoleonic Wars an- 
other 604,000,000 pounds. Similarly, the origins of the public debt 
of the United States may be found in the early wars of the republic. 
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erations—Australia, Can- 
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STATES 


ada, and the United States, 
around which this article 
is centered.* 

Despite an accelerated 
trend toward centraliza- 
tion of governmental 
power in the past several 
decades, the constituent 
states of these three na- 
tions have retained primary 
authority in many spheres 
of governmental activity, 
and have continued to 
share authority in other 
fields with the central gov- 
ernment. This continued 
importance of state power 
is reflected in the propor- 
tions of total tax collec- 
tions received by state 
governments. Table I (see next page) contrasts 
the tax shares of the governments included in the fed- 
erations of the United States, Australia, and Canada 
with those of centralized Great Britain. 

As the tax systems have grown to reach almost 
every important phase of economic life, national and 
state governments have recently found themselves in 
increasing competition over common tax bases. In 
most instances the advantage lay with the central 
government because of its ability to reach wider scopes 
of economic activity. This advantage, however, was 
often partially counterbalanced by constitutional re- 
strictions and a tradition of “states’ rights,” strongest 
in the United States. 

In time of war, however, Federal Governments have 
used their superior position to take over a larger share of 
common tax bases. Because the functions immedi- 





Robert M. Kamins 








* Since the major problems of war finance in a federation involve 
the central government and the state governments directly, and 
affect local governments only secondarily, the limited scope of this 
article does not permit other than incidental reference to the impact 
upon these non-sovereign governments, Nor have the fiscal devices 
with which federations have sought to reconcile their conflicts, i. e., 
tax sharing, tax credits, and grants-in-aid, been described, except 
where they have entered into plans for tax reorganization. 
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Table I 


Division of Tax Collections by Levels of Government: 1913-1940 
(percentages of total collections) 
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-— United States — 


Fiscal Year Federal State 





-—— Australia — 
Local Federal State 


c— Canada —> 


Local Federal State 


Great Britain 









































ately attendant upon the waging of war are exercised 
by central governments, and not states, the central 
governments have been compelled to exploit every 
feasible tax source to meet the burden of war finance. 
Necessity forces the states to yield if the war effort 
is not to be impeded by blocking the financial arteries 
of the war government. 
































Strongly centralized governments, holding all sov- 
ereign powers, are not faced with this problem of 
transferring taxing power in time of war. In Britain, 
for example, the central government collected 80 per 
cent of all tax revenues in 1935, and this proportion 
increased but 9 per cent by 1942.5 The relatively 
small receipts of the local governments had to be 
augmented with increased grants-in-aid, but no seri- 
ous incursion upon the limited taxing authority of 
local governments was necessitated. 






























































In federal governments, however, each period of 
war finance has compelled a basic shift toward a more 
centralized tax system. The national governments 
have been forced to beg, bargain, or take tax bases 
from state and local governments formerly enjoying 
them, as the following pages illustrate. Table II con- 
trasts the impact of the present war upon the federal 
tax structure of the United States and the unitary 
structure of Great Britain. 












































Table II 


Division of Tax Collections in World War II—United States 
and Great Britain 


(percentages of total collections) 




































































Fiscal -—United States—\ Great Britain 
Year Federal State Local National Local 
1939 36 29 35 83 17 
1940 38 28 34 84 16 
1941 46 26 28 87 13 
1942, estimated 56 22 22 89 11 














Sources: Tax Systems of the World; Financing American Govern- 
ment: 1941; Letter from Dr. Brinley Thomas of British Embassy, 
dated November 3, 1941. 














The political response has been roughly in propor- 
tion to the expenditure stimulus. So,in World War I, 
a chief objective of the national governments of Aus- 
tralia, Canada, and Switzerland was to gain a share 
of tax bases from which they had formerly been ex- 
































5In the United States the corresponding federal tax shares were 
35 and 56 percent. (Table II.) 














Sources: Tax Administrators News, Nov., 1941; Tax Systems of the World; Statistical Abstract of the United Kingdom. 


Local National Local 
1913 ; ee 11 65 Not Available 52 7 41 66 34 
1930 Bs = 35 17 48 54 32 14 43 15 42 79 21 
1935 eee, 35 20 45 51 32 17 46 14 40 80 20 
1940 ma 38 28 34 54 32 14 59 17 24 84 16 














cluded. 
fought against the Axis, the former sharers seek ex- 


During the far more costly war now being 


clusive dominion over these tax fields. This develop- 
ment is clearest in the fiscal histories of Australia and 


Canada, but current trends are in similar directions in 
the United States. 


The Impact upon the Canadian Tax Structure 

The pre-1914 Canadian fiscal system saw compara- 
tively little conflict between the Dominion and the 
provinces. The Canadian Constitution was intended 
to place the bulk of authority in the central govern- 
ment by granting only enumerated powers to the 
provinces, in contrast to the Constitution of the United 
States. In the field of taxation the British North 
America Act gave the Federal Government the 
sweeping power of “raising money by any mode or 
system of taxation” (Section 91). The provinces, on 
the other hand, were carefully limited by Section 92 
to the passage of laws in relation to: 

(a) Direct taxation within the Province in order to [sic| 
the raising of a Revenue for Provincial purposes, 


(b) The establishment and tenure of Provincial Offices and 
the appointment and payment of Provincial Officers, 


(c) Shop, saloon, tavern, auctioneer, and other licences, in 
order to [sic] the raising of a Revenue for Provincial, Local 
or Municipal purposes, 


(d) Generally all matters of a merely local or private natur 
in the Province. 

Prior to World War I, the tax system of the Domin- 
ion showed how little the central government had 
availed itself of its constitutional powers. Customs, 
immigration duties, and excises provided most of the 
Dominion’s tax revenues. The provinces, though 
collecting far smaller amounts, displayed a greater 
inventiveness. Apparently limited for the most part 
to unpopular direct taxes, they found means to cir- 
cumvent the barriers erected by the Constitution. 
Since direct taxes were defined in terms of their in- 
tended incidence, the provincial governments easily 
framed sales tax laws and later tobacco and gasoline 
tax laws which were brought under the cloak of Sec- 





6In 1918, approximately 80 per cent of ordinary receipts was 
raised from these sources, the remainder coming from fees and 
receipts of commercial enterprises of the Dominion. (B. P. Adarkar 
The Principles and Problems of Federal Finance, p. 119.) 
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tion 92 by specifying that the levies were to be paid 
by the ultimate consumer.’ 

The outbreak of the war soon forced the Dominion 
to seek new revenue sources. Internal levies on bank 
circulation, trust and loan companies, railroad trans- 
portation, telegrams, etc., were imposed in 1915, and 
a war profits tax was introduced in the following year. 
The costs of the war continued to outrun receipts, 
however, and in 1917, after a good deal of searching 
of the heart, the Dominion entered the field of income 
taxation for the first time. The provinces were as- 
sured that the central government would abandon the 
income tax as soon as the war ended, but post-war 
fiscal needs made this promise impossible to fulfill.* 
On the contrary, the income tax became a major rev- 
enue source of the national government. 


HE eve of World War II saw Canada in the 

midst of an effort to adjust the Dominion-provin- 
cial fiscal structure. Rearmament costs, added to the con- 
tinued burden of recovery expenditures, necessitated a 
widened tax base for the Dominion. Following an inten- 
sive study by the Rowell-Sirois Commission on 
Dominion-Provincial Relations, the Dominion pro- 
posed that the provinces relinquish all personal in- 
come, corporation, and death taxes. In return, the 
Dominion was to assume the provincial debts, finance 
all unemployment relief, and provide additional 
grants-in-aid. This first attempt at comprehensive 
revision of the Canadian revenue system since the 
adoption of the Dominion Constitution in 1867 ended 
in January, 1941, when the premiers of Alberta, British 
Columbia, and Quebec refused the proposals on 
grounds of provincial autonomy. 

Despite this failure to reach an agreement, the 
Dominion officials persisted in their efforts to reshape 
the Dominion-provincial fiscal structure. A new 
plan was offered by Finance Minister Ilsley in his 
budget speech of April 29, 1941. He proposed two 
alternative plans of reimbursement, if the provinces 
would quit the personal income and corporation tax 
fields. Under one scheme the provinces were to re- 
ceive compensation equal to the revenue obtained by 
them and their municipalities from the relinquished 
taxes in the fiscal year ended nearest to December 31, 
1940. As an alternative, the Dominion was to take 
over the net debt service actually paid by any province 
during the year ended nearest to the end of 1940, less 
the revenue obtained from inheritance taxes in that 
fiscal period. In addition to the grants and “fiscal 


* The Privy Council, in passing judgment on ‘‘Direct taxes,”’ re- 
sorted to the definition of John Stuart Mill: ‘‘A direct tax is one 
which is demanded from the very persons who, it is intended or 
desired, should pay it.”’ (S. A. Saunders and Eleanor Back, The 
Rowell-Sirois Commission, Part I, p. 24.) 

This intention is indicated by the title which the Dominion tax 
law still bears—‘‘The Income War Tax Act.”’ 

License taxes and incorporation fees are not banned under the 
agreements, only taxes imposed on the basis of corporate income 
or holdings, 
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need” subsidies included in the plans, the Dominion 
guaranteed provincial motor fuel tax collections, 
despite gasoline rationing and the imposition in 1941 
of the first Dominion motor fuel tax. Sharp reduc- 
tions in unemployment removed relief costs from the 
scope of the proposals. 

All provinces had accepted one of the plans by May, 
1942. Under the agreements, the provinces and their 
municipalities quit the income and corporation tax 
fields immediately. In return, over $81 million 
(Canadian) in compensating grants and $3.2 million 
in “fiscal need” subsidies will be paid to the provinces 
annually. Saskatchewan, New Brunswick, Nova 
Scotia, and Prince Edward Island have chosen the 
“debt option,” while the other five provinces have 
chosen grants based upon the yields of relinquished 
taxes. Table III shows the grants and subsidies 
which will be paid each province, and the amounts of 
gasoline tax receipts guaranteed each province. 

Table III 


Statistics of Canadian Tax Reorganization 
(in millions) 





Compensation Fiscal Total Gasoline 

fortaxes need annual tax 

Province surrendered subsidies payment guaranteed 
SO ... $ 4.1 $ 3.2 
British Columbia..... 12.0 ' 12.0 3.8 
Manitoba ........... 5.0 0.6 5.6 oa 
New Brunswick .... 3.3 0.4 ae 2.1 
Nova Scotia ......... 26 0.3 2.9 2.9 
ORANG 6556 oscar 20 is 29.0 26.6 
Prince Edward Island 0.3 0.4 0.7 0.3 
Quebec ..... vixen 3 20.7 11.8 
Saskatchewan . . Ss 5.8 3.4 
I sires seotsds dere daeten 64 $81.3 $3.2 $84.5 $56.8 





Source: Tax Administrators News, Feb., 1942. 

The provinces in turn will pass on portions of their 
grants to their local governments, to replace revenues 
lost by the municipalities and other local bodies. In 
New Brunswick, for example, the provincial govern- 
ment, which levied no income tax, will pay $1.4 mil- 
lion annually to its municipalities, several of which 
imposed income or corporation taxes. 

These Dominion-provincial agreements are sched- 
uled to terminate one year after the end of the war. 
Provincial representatives at the Rowell-Sirois Con- 
ference pointed out, however, that a similar provision 
was contained in the 1917 Dominion income tax law. 


The Impact upon the Australian Tax Structure 
Although the Australian constitutional scheme is 
avowedly based on the United States model of 
enumerated federal powers, in fact the central gov- 
ernment has a far greater concentration of power than 
its American counterpart. Section 51 of the Com- 
monwealth Act invested the national government with 
a plenary tax power, subject to but two limitations— 
one forbidding discrimination between the states; the 
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other arising from the reciprocal immunity of govern- 
ment property. 

Under the Constitution, the Commonwealth ob- 
tained exclusive dominion over customs and excises. 
With these exceptions, Federal and State Govern- 
ments possessed practically concurrent tax powers. 
Until World War I, however, the field of direct taxa- 
tion had been left to the states, while the political 
mores restricted the Commonwealth to indirect levies. 


USTRALIAN experience in both World Wars has 
paralleled that of Canada. Like her sister Dominion, 
the Australian central government imposed an income 
tax for the first time during World War I, invading 
a field of revenue that had formerly been exploited 
solely by the states.1° This emergency expansion of 
the federal taxing power became permanent when the 
coming of peace failed to reduce federal fiscal needs 
to pre-war levels. 

As in Canada, the Australian central government 
has now sought to induce the states to abandon the 
field of income taxes. During the past twelve months, 
two federal administrations have tried to bring about 
this transfer of taxing power, contending that since 
the levy on incomes is the chief source of tax revenues, 
it cannot be limited by state tax laws which prevent 
maximum collections. The states have been offered 
annual grants totaling 30 million pounds (Australian) 
to compensate them for their surrender of their income 
taxes for the duration of the war. Asin Canada, these 
replacement grants would be based upon past yields 
of the income taxes. 

Premiers of the Australian states refused this offer 
by former Prime Minister A. W. Fadden in 1941. 
Lightly taxed states, such as Victoria and Tasmania 
protested that a uniform national levy would greatly 
increase the tax burdens of their citizens.1 A com- 
promise feature of the budget which led to the over- 
throw of Fadden’s government was the bracketing of 
federal and state income taxes with forced loans. 
Under the proposal, taxpayers in heavily taxed states 
would receive a minimum of post-war credits, while 
residents of more lightly taxed states would be cred- 
ited with larger balances to be repaid after the war. 

A recent renewal of the plan for centralizing the in- 
come tax by Prime Minister Curtin has met continued 
opposition, but the coming of the war to Australia’s 
shores seems to have increased the determination 
of Commonwealth officials to transfer the income 
tax to the Federal Government. Legislation to sus- 
pend state income taxation for the duration of the war 





1% R. G, Casey, ‘‘The Impact of the 1914-18 War and of the Present 
War on Australian Public Finance,’’ in National Defense and State 
Finance, p. 6. Since each of the six states already imposed income 
taxes, an amalgamated tax administration for federal and state 
levies was established. 

11 New York Times, June 29, 1941. The Royal Commission on 
Taxation (Australia) proposed in 1920 that the Commonwealth col- 
lect and share a uniform income tax with the states. 





August, 1942 


was introduced before the House of Representatives 
on May 15, 1942. One bill provides for the temporary 
transfer to the national government of the staffs, ac- 
commodations, and equipment used by the states in 
the collection of their income taxes. Under a levy 
uniform for all states, administrative costs would be 
cut 250,000 pounds and 1,000 men would be released 
for war service, Commonwealth officials stated. A 
second bill provides that the federal income tax would 
have priority over state levies until a year after peace 
is attained. The third bill again proposes annual 
grants of 34.5 million pounds to the states in com- 
pensation for their suspension of income tax laws. 
This amount represents average income tax receipts 
of all states in the last two years.’ 

Despite the pleas of Commonwealth officials, the 
state premiers have unanimously expressed their con- 
tinued opposition to the bills.%% A solution of this 
conflict, however, cannot be long postponed. That an 
impassé has been reached is indicated by the fact that 
the present rate of the Commonwealth income tax 
cannot be maintained in addition to state income taxes, 
because in some states the total taxes payable exceed 
20 shillings in the pound. 


Impact upon the Fiscal Structure 
Of the United States 

The short space of time in which we have actively 
participated in World Wars I and II, the wealth of 
the nation’s tax resources, and a strong tradition of 
states’ rights have acted to minimize the changes im- 
posed upon the American fiscal structure by the last 
two wars. Although the Federal Government has 
increasingly encroached upon tax fields relied upon by 
the states, no reallocations of taxing authority have 
taken place in any manner eomparable with those of 
Canada and Australia. For the moment, thorough- 
going tax reform is still in the early stages of discussion. 

A quick review of the fiscal developments of past 
wars, however, reveals that each period of conflict 
enlarged the sphere of federal taxation. In the first 
volume of the democracy’s history under the Consti- 
tution, ending with the election of Lincoln, the Fed- 
eral Government relied almost entirely upon customs 
duties, leaving the states and localities a clear field 
in the imposition of other levies. The War of 1812 
caused the only break in the pattern. During this 
anxious period, federal real estate and inheritance 





12 New York Times, April 23, 1942, May 16, 1942; London Times, 
April 23, 1942. The Commonwealth Treasurer pointed out that 
while the states’ revenues were increasing, largely due to Common- 
wealth war expenditures, state obligations were falling. The Com- 
monwealth’s deficit, in contrast, was estimated at 70 million pounds 
for the fiscal year ending June 30, 1942. 

%3The premiers of Victoria, Queensland, South Australia, and 
Western Australia have decided to take joint action to test the 
validity of the proposed federal legislation, claiming that it in- 
fringes upon the powers reserved to the states by the Common- 
wealth Constitution. A decision is to be sought from the High 
Court. (New York Times, June 9 and 11, 1942.) 
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taxes were adopted, and had the war lasted another 
three months, we might have had our first income tax. 

The Civil War swamped the modest federal tax 
structure, and the Union had to subsist on loans and 
on the printing press for a year and a half before new 
tax machinery began to function. Only by 1864 did 
the belatedly enacted income tax, inheritance tax, and 
excises pay a substantial part of the war costs. The 
lesson of fiscal preparedness was taken to heart, how- 
ever, and when the war finance structure was dis- 
mantled in 1872, Congress saved from the scrap heap 
excises on tobacco, liquor, and a few other commodi- 
ties, thus permanently putting the Federal Govern- 
ment in this growing field of taxation. 

In the period of American fiscal history from 1872 
to the eve of World War I, the fiscal pattern showed 
the Federal Government relying upon customs and a 
limited number of excises, and the states dependent 
for the most part upon property taxes. Once again 
war provided the variation from this theme. It was 
necessary to impose new and heavier excises, another 
inheritance tax, and a host of minor levies to pay for 
the Spanish-American War. The emergency taxes 
were repealed in 1902, but the Federal Government 
reéntered the field of direct taxation in 1909, with the 
passage of a corporation income tax, disguised, for 
constitutional purposes, as an Excise Tax. 

In the years just before America’s entrance into 
World War I, the Federal Government imposed a per- 
sonal income tax and a permanent estate tax. This 
time, however, the central government did not have 
the field to itself. Beginning with Wisconsin’s act 
of 1911, the states also began to tax incomes, and the 
passage of the federal estate tax in 1916 found the 
majority of the states levying death taxes. The tax 
frontier had begun to disappear, and conflict over 
staked claims was not far distant. 

War legislation did not, however, seriously en- 
croach upon the tax fields of the states, except as the 
income tax rates were increased, and heavier excises 
were imposed on liquor and tobacco.’® State govern- 
ments continued to rely upon property taxes, and were 
able to increase their total revenues from $456 million 
in 1915 to $672 million in 1919, even as federal tax re- 
ceipts (including customs) rose from $625 million to 
$4,500 million. The post-war reduction in federal 
taxes silenced the cry that the national government 
was undermining the fiscal powers of the states, and 
for a decade most of the discussion on overlapping tax- 





4 Seligman, op. cit., p. 6. Shortly before the end of the war, the 
House Committee on Ways and Means favorably reported a Dill 
establishing an income tax. 

5 Wisconsin imposed the first modern state tax reaching income 
in general, but several colonies and early state governments had 
taxed selected types of incomes. 

1° While not bringing about an immediate conflict with state tax- 
ing authority, as in Canada and Australia, the long-run significance 
of the federal tax structure in the war period lay in the establish- 
ment of a permanent body of direct taxes. 
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ation was from the viewpoint of the taxpayer, rather 
than that of the collecting agency. 

The spectacular growth of “emergency” taxes in the 
Great Depression of the 1930’s brought into the open 
the latent conflict between the Federal and State Gov- 
ernments over common tax bases. After Oregon 
imposed the first gasoline tax in 1919, the states had 
come to rely heavily upon the taxation of motor fuel." 
When, therefore, the Federal Government imposed a 
“temporary” tax on gasoline in 1932, it immediately 
affected the tax systems of all the states. Similarly, 
when the scope and rates of the federal income tax 
were increased in 1932, each of the twenty states levy- 
ing income taxes was directly concerned. Repeal of 
the Eighteenth Amendment brought back a lucrative 
tax base which both the Federal and State Govern- 
ments were anxious to exploit, and another area of 
competition. During the decade of the 1930’s, the 
states developed but one tax base which was not 
claimed in part by the central government—the gen- 
eral sales tax.’® 


MERICA’S entrance into World War II, then, 
found the revenue systems of both the Federal and 
State Governments expanding, and the areas of noncom- 
petitive taxation approaching the vanishing point. A 
more positive program of intergovernmental fiscal 
relations appeared to be urgently needed. In June, 
1941, the Secretary of the Treasury appointed a com- 
mittee of experts to recommend possible courses of 
action. 

Before the study was well under way, the entrance 
of the United States into World War II enormously 
increased the difficulty of reconciling the claims of 
each of the governments upon the tax bases of the 
nation. On one hand the war expenditures of the 
national government rose to unprecedented heights, 
and much steeper taxes became necessary. On the 
other hand it was clear that the states were going to 
suffer a large cut in their chief revenues—motor fuel 
and sales taxes—as the nation’s economy was con- 
verted to a war basis. Intergovernmental relations 
in reference to the income tax were complicated by 
the provisions in federal and state laws providing 
for deduction of income tax payments to other juris- 
dictions.?® A host of problems, centering around the 
reciprocal tax liability or immunity of each government 
also await solution. Among these, the questions of taxing 
state and local bond issues, the taxation of federal con- 
tractors, and the taxation of [Turn to page 503] 


" All 48 states taxed motor fuels by 1929. By 1932, almost a 
third of total state tax collections were attributable to motor fuel 
taxes. 

18 Congress did impose a manufacturers’ sales tax on a long list 
of items in 1932, but all suggestions for a retail levy were voted 
down. 

’” Twenty-one states allow their income tax payers to deduct fed- 
eral taxes. Seven states and the District of Columbia refuse de- 
ductibility of these payments. 
































































































































































































































































































































Milton Rindler 


in a national magazine,’ he recalls his judiciary 

message of February 5, 1937. The President ad- 
mits that his proposal failed, but claims that his action 
gained its ultimate aim, that of changing the antago- 
nistic attitude of the court. The New Deal program 
had been hampered and blocked by the court to such 
an extent that the President openly complained of 
this opposition to progressive legislation. He particu- 
larly criticized those aged justices whose “horse and 
buggy” philosophy could not accept the legislative 
changes demanded by modern economic and social 
conditions. His bitterness toward certain members 
of the court as a result of decisions adverse to the 
administration finally reached its zenith at the time 
in 1937 when he recommended the injection of new 
young blood into the court. 

The proposed bill to reorganize the Judicial Branch 
of the Government as it related to the Supreme Court 
membership, revealed an ill-considered attempt to re- 
mold the court in a manner that could scarcely be 
termed democratic. While one could sympathize and 
agree with the President in his criticism, it was gen- 
erally felt that the proposed bill was not compatible 
with the ideals of democracy. The bill gave the Presi- 
dent power to appoint one new Supreme Court justice 
for each justice who after attaining the age of seventy 
and having served for ten years, had not retired or 
resigned. The number of justices was not to exceed 
fifteen. As a major portion of the opposition to the 
New Deal legislation came from the justices who in 
1937 were over seventy years of age, it was obvious 
that the passage of the bill would enable the President 
to appoint new members whose views were com- 
patible with his. 


* Certified Public Accountant and Tax Specialist. New York City. 
1 Collier’s, Sept. 13 and Sept. 20, 1941. 
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Adverse public reaction to the proposal grew as 
people realized that the end, though it be temporarily 
propitious, did not justify the means. The bill had 
the effect of nullifying the Supreme Court’s traditional 
check on unconstitutional legislation. The President’s 
proposal was designated as “packing the court”. That 
term had been used before with almost as much 
indignation. 

President Grant bore the same criticism with less 
justification. A law providing for an increase in the 
membership of the Supreme Court from eight to nine 
members became effective in December of 1869. In 
the meantime, one justice had resigned. Before the 
very important Legal Tender case? had been decided, 
Grant had neither replaced the member who had re- 
signed nor appointed the newly authorized additional 
member. While a four to three decision adverse to 
the Government was being read in the Legal Tender 
case on Fétbruary 7, 1870, Grant appointed two new 
justices who were in sympathy with the Government’s 
viewpoint. Another case was brought before the court, 
and the Legal Tender Act was upheld, the court over- 
ruling its previous decision by a vote of five to four. 
President Grant’s action in rescuing an act of vital 
urgency afforded an illuminating example of the 
power of the Executive and Legislative branches to 
frustrate the power of the Judicial Branch of the Gov- 
ernment. No change has been made in the size of 
the court since then. 


RESIDENT Jefferson had also harshly criticized 
the Supreme Court’s decisions. During his ad- 
ministration the size of the court was increased and there 
arose the same public opposition as was voiced during 
Grant’s administration. Lincoln too, had condemned de- 





2 Hepburn v. Griswold, 8 Wall, 603. 
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cisions of the highest tribunal. Similarly, during his ad- 
ministration, the membership of the court was increased. 


[n fact, the size of the court has been changed many 
times by legislative action. At its inception the court 
had six members. In 1801 the membership was re- 
duced to five; in 1802 increased to six, in 1807 in- 
creased to seven, in 1837 to nine, in 1863 to ten; in 
1866 it was reduced to eight and in 1869 increased 
to nine. The purpose of these changes, however, was 
not to circumvent the court’s power, though it had 
that effect in the Legal Tender case. The increasing 
number of cases and the resulting congestion and 
delay had been the prime motivation for increased 
membership. 


THHE Constitution of the United States from which 

the Supreme Court derives its powers is an amaz- 
ing document in that it delegates vast powers in broad 
and general terms. As Justice Frankfurter has said, 
the Constitution was “drawn in many particulars with 
purposed vagueness so as to leave room for the un- 
folding future.” ? The zealousness of the small states 
of the union in guarding their rights against the 
strength of the large states could only lead to many 
compromises and general statements. However, the 
Constitutional Convention accomplished its main pur- 
pose of securing a national unity where before there 
had been only irreconcilable conflict and bickering 
among the states. 

The Constitution does not provide for the number 
of justices to be appointed to the Supreme Court 
nor does it expressly authorize the court to invali- 
date acts of Congress. It does specify the type of 
cases in which the court shall exercise original and 
appellate jurisdiction. It expressly states that “the 
judicial power shall extend to all cases, in law and 
equity, arising under the Constitution, the laws of 
the United States . . .”. It also provides that in 
cases in which the court has appellate jurisdiction 
such as controversies to which the United States 
is a party, “The Supreme Court shall have ap- 
pellate jurisdiction, both as to Law and Fact, with 
such Exceptions, and under such Regulations as the 
Congress shall make.” (Italics supplied.) Like other 
officials of the Government, members of the Supreme 
Court are required under the Constitution, before 
assuming office, to take an oath to support the Con- 
stitution. 

Professor Charles A. Beard has discussed the ques- 
tion of the power of the Supreme Court to invalidate 
unconstitutional legislation, in his book The Supreme 
Court and the Constitution.* He states that the fifty- 
five members of the Convention were not called upon 





Graves v. N. Y., 306 U. S. 466, 491; 59 Sup. Ct. 595 (1939). 


‘The Supreme Court and the Constitution, by Charles A. Beard, 


Paisley Press, New York, 1938. 
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to vote on the proposition. However, a proposal to 
have a certain number of judges act in an advisory 
capacity or as a council of revision on laws passed 
by Congress, was rejected. Professor Beard then 
cites declarations and writings of members of the 
Convention to show that at least seventeen members 
directly or indirectly declared themselves in favor 
of judicial control. From the fact that these were 
the more influential members, the Professor infers 
that the intention of the drafters was to empower 
the Supreme Court to pass upon the validity of Con- 
gressional legislation. But he reveals the contro- 
versial nature of the question by setting forth the 
adverse opinions of Louis B. Boudin, Gilbert Roe 
and the Chief Justice of the Supreme Court of North 
Carolina, Walter Clark. 

Mr. Boudin expressed the view that the framers 
of the Constitution must have assumed that such 
an extraordinary power as control by the judiciary 
of legislation could not be exercised unless expressly 
granted. Roe’s argument against Supreme Court 
power over legislation was similar. But Chief Jus- 
tice Walter Clark was more positive and vehement 
in opposition. He said in 1906: “A proposition was 
made in the Convention that the judges should pass 
upon the constitutionality of acts of Congress. This 
was defeated June 5, receiving the vote of only two 
States.” > 

It was John Marshall, Chief Justice of the Su- 
preme Court of the United States, who expressed for 
the court in 1803 in the case of Marbury v. Madison ® 
the rule that the Supreme Court has the power to 
pass upon the constitutionality of acts of Congress. 
To the layman, it appears anomalous that the court 
alone should arrogate to itself almost wholly by in- 
ference and implication a power of such magnitude. 
Granted that the abstruse reasoning and fine logic 
of the Chief Justice were convincing, even a lawyer, 
it would seem, would object to a court sitting as 
arbiter of a question in which it has a vital personal 
stake. It is apparent that one is likely to be at least 
tinged with bias in determining his own power. This 
is particularly dangerous when the official concerned 
is appointed for life and is therefore beyond the 
reach of the people. 


N A DEMOCRACY, original power is delegated 
only by the people. Since our Constitution con- 
tained no such express delegation, the question of 
placing the power of invalidating Congressional acts 
in the hands of the Supreme Court, should have been 


proposed to the people in the form of a Constitutional 
amendment. 





5 Ibid. 
* 1 Cranch 137. 
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Chief Justice Walter Clark made these comments 
on the Supreme Court’s action in the Marbury v. 
Madison case: 

“The subsequent action of the Supreme Court in assuming 
the power to declare acts of Congress unconstitutional was 
without a line in the Constitution to authorize it either ex- 
pressly or by implication. It (the Constitution) would 
have given Congress some review over judicial action and 
would not have placed the judges irretrievably beyond the 
consent of the governed.” * 


Thomas Jefferson said: 

“The opinion which gives to the judge the right to decide 
what laws are constitutional and what are not makes 
the judiciary a despotic branch. The Constitution has erected 
no such single tribunal, that to whatever hands confided 
its members would become despotic,” * 

Professor Ernest Angell in his book, Supreme Court 
Primer, points out that the court only acts when 
a specific case is brought before it and that its de- 
cision does not rule the statute off the books, but 
only invalidates it or part of it as it applies to the 
particular facts before the Court. In form this is 
true, but in substance the statute or part of it is 
rendered nugatory by the action of the court. 

How has the court used this power over the Legis- 
lative Branch of the Government? Professor Angell 
states that the court has determined acts to be un- 
constitutional in whole or in part in seventy-six 
decisions during the period 1789 to 1937. In forty- 
three of these cases, the decision was not unanimous; 
in eleven, the court was divided five to four. The 
court nullified only one federal statute in the first 
fifty years of its existence; in the next fifty years 
there were nineteen decisions rendered against stat- 
utes. In the remaining forty-eight years to 1937, 
the court nullified federal acts in fifty-six decisions. 
The trend is obviously toward an increasing exercise 
of the power which the court has assumed. 


S THE COURT of last resort, it might be generally 
felt that its reasoning leading to a decision is incon- 
trovertible, that a definite stand once taken by the 
court will stand as a precedent for all time, if the 
facts, conditions and law remain the same. This 
should be particularly true of decisions declaring 
federal acts unconstitutional. Oliver Wendell Holmes 
said: 
“IT suppose we all agree that to do so [declare an act of 
Congress unconstitutional] is the gravest and most deliberate 
duty that this court is called upon to perform.” ® 
We find, however, that the court’s decisions are 
not beyond revocation by a later court or even a 


court of the same personnel. The late Justice Bran- 
deis said: 


* Ibid. 


8 Supreme Court Primer, by Ernest Angell. Reynal & Hitchcock, 
New York, 1937. 


® Ibid., p. 24. 
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“But in cases involving the federal Constitution where cor- 
rection through legislative action is practically impossible, 
this court has often overruled its earlier decisions.” ™ 

In 1932, Justice Brandeis enumerated twenty-nine 
instances in which the court had reversed itself by 
overruling earlier decisions.'' A federal income tax 
had been levied and sustained during the Civil War. 
In 1895, the Supreme Court by a five-to-four vote 
held an income tax unconstitutional as it applied to 
income from property.’* 

It is not difficult to understand President Roosevelt's 
feeling toward the court when one reviews the de- 
cisions just prior to his message of February 5, 1937. 
The court had ruled against the Agricultural Adjust- 
ment Act, the NRA, the Frazier-Lemke Bill, the 
Bituminous Coal Act, the Railroad Retirement Act 
and the New York State Minimum Wage Act. It 
had upheld the abrogation of the gold clause in pri- 
vate contracts by a margin of only one vote. 


N MARCH, 1937, after the President’s message, the 

court with no change in personnel, reversed itself on 
the power of a state to enact a minimum wage law 
for women.** One justice changed his vote of less 
than a year before on the same issue and thus made 
the act Constitutional. As the President said: 


“Here was one man—not elected by the people—who by a 
nod of the head could apparently nullify or uphold the will 
of the overwhelming majority of people.” ™ 
Previously, the court had by its rulings promulgated 
the absurd principle that neither the Federal Govy- 
ernment nor the states had power to enact legisla- 
tion on hours and wages of labor. 


Apparently some of the justices completely changed 
their reasoning or their philosophy for to the amaze- 
ment of the President, most of his program of legis- 
lation after February 5, 1937, was approved by the 
court in the face of its previous adverse opinions. 
The court sustained a new Railway Labor Act, a 
slightly revised Frazier-Lemke Act, the National 
Labor Relations Act and the Social Security Act. 
The monstrous dragon which had fought the Presi- 
dent’s legislation so furiously had been metamor- 
phosed into the Knights of Roosevelt’s Round Table. 
As the President said: 


“The old minority of 1935 and 1936 had become the majorits 
of 1937—without a single new appointment of a justice.” * 


In 1819 in McCulloch v. Maryland, the court had 
laid the foundation for the immunity of the salaries of 
officials of one governmental instrumentality from taxa- 
tion by another. In 1939, the court rejected this theory 





10 Tbid., p. 39. 

1 Supreme Court Primer, p. 40. 

122 From Attorney General Cummings’ statement before the Senate 
Committee on the Judiciary, March 10, 1937. 

13 West Coast Hotel Co. v. Parrish, 300 U. S. 379. 

14 Collier’s, Sept. 20, 1941. 

 Collier’s, Sept. 20, 1941. 
164 Wheat, 316. 
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and ruled in Graves v. New York" against such im- 
munity. Justice Frankfurter explained at length the 
flaws in the earlier decision. During all the years in 
which income taxes were in force, a vast amount of 
federal and state taxes had been lost solely because of 
this prior misapplication of the Constitution to a par- 
ticular fact. The issue was the same,—the reasoning 
had changed. 


During the four years following the President’s 
message, the personnel of the court changed almost 
completely. The court of 1940 contained a majority 
of new members. Two of the justices had died, three 
had retired. In 1941 further change was effected by 
the retirement of Chief Justice Hughes. 

The President can no longer complain of old reac- 
tionary judges whose vision did not project beyond 
the “horse and buggy” days. Today, it is the litigant 
opposing the Government before the court who has 
reason to complain because of the tendency of the 
new justices to break with tradition and past decisions 
and as charged by one of their own colleagues, to 
legislate rather than to interpret the law. 


._ philosophy and trend of the new court is re- 

vealed mainly in tax decisions. In Higgins v. 
Smith,"* the court refused to recognize a loss arising 
from the sale of securities by an individual to a corpora- 
tion wholly owned by him. Justice Roberts shows in a 
dissenting opinion that while Congress recognized in 
a section of the law that property might be trans- 
ferred to a controlled corporation, it had done nothing 
to prevent deduction of a loss in such a case, if the 
transaction was bona fide. He showed that the Treasury 
Department had allowed such losses and that the 
Supreme Court had found a gain in similar circum- 
stances taxable. The court had even cited with approval 
the allowance of such a loss by the Circuit Court of 
Appeals, in the following language: 

“The legal right of a taxpayer to decrease the amount of 
what otherwise would be his taxes, or altogether avoid them 
by means which the law permits cannot be doubted.” ” 

To further prove the error of the court, Justice 
Roberts shows that Congress subsequently found it 
necessary to prevent the deduction of such losses by 
amending the law with the adoption of a new section 
specifically dealing with such sales. 

In Helvering v. Clifford *® the court decided that a 
taxpayer should be taxed directly on the income of a 
trust he had created for a term of five years for the 
benefit of his wife. The trust was found to be valid 
and the income had been properly paid to the wife. 
But the court felt that because of the short duration of 


* 59 Sup. Ct. 595. 

'S 308 U. S. 473, 60 Sup. Ct. 355. 

“ Gregory v, Helvering, 293 U. S. 465. 
* 309 U. S. 331, 60 Sup. Ct. 554. 
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the trust, the fact that the taxpayer acted as trustee 
and thus retained control over the property and the 
fact that the income remained within the family unit, 
the income should be taxed to the taxpayer. This 
decision was revolutionary in that the court announced 
a new theory of taxation, and disregarded the specific 
provisions which Congress had enacted dealing with 
trusts. 
Justice Roberts again dissented, saying: 

“The decision of the court disregards the fundamental prin- 
ciple that legislation is not the function of the judiciary but 
of Congress. If judges were members of the legislature 
they might well vote to amend the act so as to tax such 
income in order to frustrate avoidance of tax but as judges, 
they exercise a very different function. They ought to read 
the act to cover nothing more than Congress has specified.” 
The Justice also pointed out that the Treasury had 
asked for a provision on short-term trusts of this 
nature but Congress did not comply. 


In other decisions of this period, the court shows the 
same tendency to legislate rather than to interpret 
legislation. Yet when an inequity of the law works a 
hardship upon the taxpayer, the court has not attempted 
to expand the law to relieve the taxpayer. In the cases 
of Higgins v. Commissioner of Internal Revenue ** and 
Helvering v. Northwest Steel Rolling Mills, Inc.,?* the 
court narrowly construed the income tax law whereas 
a fair and broader interpretation would have relieved 
the taxpayer of harsh inequities. 


In the Higgins case, the court refused to allow the 
deduction for tax purposes of salaries, office rent and 
expenses incurred in connection with the taxpayer’s 
taxable income from large investments. The Bureau 
of Internal Revenue had for years allowed such 
expenses to thousands of taxpayers and had sanc- 
tioned the deduction in several published regulations. 
Although the court ordinarily attaches great weight 
to such administrative practice and regulations, in 
this case, where equity was entirely on the side of the 
taxpayer, the court abandoned its broad view and 
favored the Government by a strict technical inter- 
pretation of law. 


HE case of the Northwest Steel Rolling Mills, Inc., 

presented a strange situation. The income tax law 
had provided for the imposition of a heavy surtax on 
all corporate undistributed profits. A corporation was 
relieved of the tax if it had executed a written con- 
tract prior to May 1, 1936, which expressly restricted 
its right to pay dividends. In the case before the court, 
the corporation had a deficit and by its state charter, 
which it claimed was a written contract, was bound to 
observe the state statutes forbidding the payment of 
dividends by a corporation having a deficit. Here 
again, the court narrowly construed the law, ruling 





1 312 U. S. 212, 61 Sup. Ct. 475. 
= 311 U. S. 46, 61 Sup. Ct. 109. 
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against the taxpayer. There is very little doubt that a 
more liberal view in this case would have avoided the 
absurd result of forcing a severe tax upon a corpora- 
tion for not distributing profits which it is expressly 
forbidden to distribute under state law. The court 
had stretched the meaning of the law to favor the 
Government, but not here where the circumstances 
demanded that the court do all in its power to equitably 
resolve a conflict between federal and state law, in 
which the taxpayer was the victim. 

Thus does human fallibility enter the deliberations 
of the court. Clear, cool, exact reasoning unaffected 
by emotion, bias, personal ideals, theories and desires, 
is the desideratum which the framers of the Constitu- 
tion sought in Supreme Court Justices. The court 
was set up to interpret the law as the legislators in- 
tended it, not as the court would prefer to have it 
interpreted. Whether the court leans to the reaction- 
ary or the liberal side in narrow interpretations or 
misinterpretations of the Constitution or in amplify- 
ing legislation beyond the intention of Congress, the 
result in either case is a gross misuse or abuse of its 
power. 


F EACH member of the court is to decide whether the 

law in question before it provides wisely or is equi- 
table, the power of the duly elected President and 
Representatives of Congress is destroyed. Yet we 
find Justice McReynolds saying in Nebbia v. New 
York: *8 


“But plainly, I think, this court must have regard to the 
wisdom of the enactment whether the end is legitimate 
and the means appropriate.” 


Contrast this with the statement of Justice Holmes in 
Lochner v. New York: * 


“The case is decided upon an economic theory which a large 
part of the country does not entertain. If it were a question 
whether I agreed with that theory, I should desire to study 
it further and long before making up my mind. But I do 
not conceive that to be my duty. - 


Unfortunately men are seldom found molded in the 
pattern of Justice Holmes. 


The Encyclopaedia Britannica*® says in discussing 
the power of the Supreme Court in the United States 


the judicial interpretation of constitutions controls 
constitutional development to an extent unknown in any other 
country. the question whether a statute is constitutional 
may be a very debatable one which the court answers without 
any clear guidance in the language of the Constitution.” 


In discussing the court’s expanded interpretation 
of the “due process” clause, the Encyclopaedia says 


“ce 


the United States Supreme Court may annul 
for undue harshness not only statutes of Congress but acts of 
state legislatures and ordinances of municipal councils.” 


And further 





3 291 U. S. 502, 556, 54 Sup. Ct. 505. 
* 198 U.S. 45, 75, 25 Sup. Ct. 539. 
> Vol. 6 (14th ed.) pp. 319, 320. 
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““ 


it is apparent from the actual results of the judicial 
decisions that in many instances the controlling element in 
judicial annullment of statutes is the aversion of a majority 


of the court to the policy of the legislation before it.” 
x * * 


“In conventional theory, constitutional law is the interpre- 
tation of the language of the Constitution, but in plain fact 
it is to a large extent a law created by the courts from 
consideration of statesmanship and with but little restraint 
or direction in the language of the written instrument .. .”. 

The Supreme Court is undoubtedly supreme. In 
the hands of nine men not elected by or responsible 
to the people lies the power to safeguard civil rights, 
Constitutional mandates and the right to nullify acts 
of Congress. In a five-to-four decision in a case such 
as the Gold Clause case, upon one man depends the 
monetary fabric of the country. Similarly, a reversal 
of the opinion of one man may cause enormous chaos. 
As we have seen in the cases cited and in the statement 
of Justice Brandeis, decisions of the Court are not 
irrevocable. The decision of yesterday may be re- 
versed today; the result may be a governmental pro- 
gram utterly destroyed. The inanity of the procedure 
should be apparent. Congress passes a law requiring 
The President 
approves, sets in motion huge collective and enforce- 
ment machinery costing millions of dollars and 
budgets are fixed accordingly. Three years later, the 
Supreme Court finds the law unconstitutional. All 
must be undone, millions of dollars refunded and mil- 
lions spent in setting up clerical and executive agen- 
cies to bring matters back to status quo. This is not 
an isolated occurrence. 


the collection of a processing tax. 


Probably Justice Marshall did not realize that the 
ruling in Marbury v. Madison*® conferred upon the 
court the power of an oligarchy over the people of a 
republic. He certainly could not anticipate in 1803 
the changed conditions of the twentieth century. In 
1827 in Ogden v. Saunders,”* the court recognized its 
power to declare a law unconstitutional only when “its 
violation of the Constitution is proved beyond all rea- 
sonable doubt.” But, as time passed, the court did 
not hesitate to nullify legislation by five-to-four dect- 
sions. And as Professor Edwin S. Corwin has said: 
“It is obvious that a law is not invalid beyond all 
reasonable doubt when four eminent justices hold it 
is sound.” 78 


EVIEWING the acts springing from this despotic 
power of the court, President Roosevelt comes to 
the conclusion that “The Constitution was not to blame, 
and that the Supreme Court as an institution was not 
to blame. The only trouble was with some of the 
human beings then on the court.” 7° The President does 


not see the forest for the trees. He recognizes the 





*% 1 Cranch 137. 

2712 Wheat. 213, 270. 

3 Supreme Court Primer, p. 81. 
* Collier’s, Sept. 20, 1941. 
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human frailty of members of the court but does not 
see the egregious error of placing too great a power in 
hands that are alas, only human. Any group of mor- 
tals, whether they be lawyers or laymen, will have their 
share of human weakness in varying degrees. \Vhen 
we ask such a group to adapt the sketchy, vague 
phrases of a Constitution, written over a century ago, 
to modern times, we must expect the result to be a 
composite of the varying ideologies, philosophies and 
background of the individual members. 
kK. Fraenkel says: 


As Osmond 


“Judges are likely to continue to be swayed by prejudices 
of one kind or another and to try to find ways of accomplish- 
ing their desires, whatever the words of the Constitution.” ” 


If the decision satisfies us, though we know it to be 
a distortion of the Constitution, we are reluctant to 
condemn the court. An example of this attitude is the 
indifference of the people as a whole to many local 
attempts to gag the free speech of those expressing 
opinions adverse to the majority opinion. This is the 
human element which has upset so many fine theories 
of government. The Constitutional Convention recog- 
nized this in adopting a system of checks and balances 
which makes it most difficult to concede that its in- 
tention was to vest supreme unchecked power in the 
nation’s highest court. 


ITH due deference to the opinion of the Pres- 

ident, it appears more likely that the basic trouble 
is not with the human beings on the court; it lies deeper 
than that. Jefferson said, more than a century ago, that 
great danger lay in the usurpation by the court of a 
supreme and despotic power which in our democratic 
government is completely unchecked. The other 
fundamental danger is continued adherence to a Con- 
stitution far too vague and outworn to provide author- 
ity for present day legislation. 

There is little doubt that the Constitution is an ana- 
chronism in these changed times. Drafted when the 
Government was a loose union of thirteen independent 
states with a total population and territory of but a 
small fraction of today’s, how can the nebulous and 
ambiguous phrases of that era be translated into the 
needs of today. The protection of states’ rights was 
of paramount importance in 1787 but is of little rela- 
tive significance today. When the framers of the Con- 
stitution set forth that Congress shall have the power 
“to lay and collect taxes, to pay the debts and provide 
for the common defense and general welfare” could 
they possibly have foreseen the totally changed nation 
which would attempt to interpret these words? When 
they entrusted to Congress power to “regulate com- 
merce among the several states,” they could scarcely 
have visualized the improved transportation, com- 
munication and complex industrial system of today 


” “Constitutional Issues in the Supreme Court, 1937 Term,’’ by 


Osmond K. Fraenkel, 87 U. of Pa. Law Review, Nov, 1938. 
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Today we tabulate the direct vote of a nation in 
one day; the President can speak to every citizen of 
the nation at any designated hour; we receive news 
of happenings in remote parts of the world almost 
simultaneously with their occurrence. Yet we adapt 
to this completely altered milieu, the dicta, ideology 
and philosophy of 1787. And we burden the Supreme 
Court with the herculean task of belaboring the am- 
biguous phrases of this venerable but superannuated 
Constitution to apply to conditions of which the mem- 
bers of the Constitutional Convention had not the 
slightest conception. 


There is only one remedy for this. Congress should 
appoint a committee for the drafting of extensive 
amendments to the Constitution. The committee will 
have the arduous assignment of drafting amendments 
of whole sections to set forth specifically the National 
Government’s power to legislate on agriculture, indus- 
try, banking, labor, public utilities, communications 
and commerce among the states. The Constitution 
should expressly state the power of the Supreme 
Court. Provision should be made for a direct election 
of the President and the Vice President and elimina- 
tion of minority Presidents by the present electoral 
method. But before any general revision is proposed, 
it would be advisable to first alter the cumbersome 
process of amending the Constitution so as to give 
the people the opportunity to vote directly on amend- 
ments at a specified time. The present antiquated 
method prompted the President to prefer immediate 
changes in the personnel of the court in 1937 rather 
than attempt the protracted procedure of amending 
the Constitution. He remembered the fate of the 
Child Labor Amendment. It is disgraceful that in 
this age of efficiency, it should require on the average 
at least one year to amend the Constitution. Small 
wonder that dictators talk of the slumbering pace of 
democracy. There is no reason why a proposed 
amendment cannot be submitted to the voters and 
accepted or rejected within two months. 


MONG the most important provisions of the revised 

Constitution would be a clear, unequivocal definition 
of the power of the Supreme Court with reference to 
Congressional legislation. There is one portion of the 
Constitution which has remained more or less con- 
stant throughout its long life, namely those provisions 
which are known as the Bill of Rights. All sections 
or articles dealing with civil liberties and rights of 
citizens should be segregated and set forth under a 
separate title of the Constitution. Here too, there is 
urgent need for amendment, in the opinion of one of 
our leading defenders of civil liberties, Osmond K. 
Fraenkel.**_ Any citizen should in [Turn to page 509] 


3 Tbid., and ‘‘One Hundred and Fifty Years of the Bill of Rights,”’ 
by Osmond K, Fraenkel. 




































































































































































































































































































































































































































































































































































A Selected Bibliography on Legal Problems 
In State and Local Taxation 


Prepared for the Section of Taxation of the American Bar Association, 








Covering the Five-year Period, January 1, 1936, to December 31, 1941. 


HE EDITORS, Robert C. Brown, and Albert 
Smith Faught, have made selections, according 
to their own judgment, of articles in legal peri- 

odicals published during the five years which have 

elapsed since the completion of a similar bibliography 
prepared for the Municipal Law Section of the Amer- 
ican Bar Association and published in LecaL Notes 

ON Locat GOVERNMENT, Volume II, page 271, (March, 

1937). 

As was the case with the 1937 bibliography just 
mentioned, the present bibliography is confined to 
articles dealing, at least in substantial part, with prob- 
lems of state and local taxation. No attempt is made 
to include materials on federal taxation, though a few 
articles dealing with this subject are included because 
they also deal with state and local problems. 

The chapters of the present bibliography are ar- 
ranged in the following order: 

I. Conflicts and Coérdination of Taxes. 

Il. Real Property Taxation. 
III. 
IV. Personal Property, Sales, and Use Taxes. 
V. State Death, Gift, and Income Taxes. 
VI. 

The titles of about one hundred and eighty articles 
have been distributed in twenty-nine topics. Not 
more than fifteen articles have been listed for any 
topic. 


Administration of Tax Laws. 


Other Kinds of Taxes. 


Efforts have been made to include diverse 
viewpoints, and to omit those articles which, although 
timely when published, concern issues which have 
since become settled. No article has been listed un- 
This 
has rendered unnecessary the insertion of comments 
of commendation. Occasionally an asterisk marks an 
article which seemed to the editors to be one of out- 
standing importance. In most instances the scope of 
the article, or the “approach” of the author, has been 
indicated in a brief comment of the editors. In an 
effort to compress within a reasonable space a diversi- 


less believed deserving of perusal and study. 
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fied bibliography of recent periodical literature, it did 
not seem feasible in general to include “notes,” as dis- 
tinguished from “articles,” or to mention the numer- 
ous text books, services, pamphlets or reports which 
have been published in recent years. 


References to legal periodicals appear usually | 
volume, year, month and page. Where the name of a 
publication has changed the more recent title has been 
used throughout. (Taxes, in place of THE Tax Maca- 
ZINE, and Tax Poticy in lieu of Tax Bits. ) 


For the convenience of the members of the Section 
of Taxation of the American Bar Association, under 
whose auspices this bibliography has been prepared, 
the editors are listing the published reports of the 
thirteen “Tax Clinics” which have been held by the 
Section of Taxation and its predecessor, the Com- 
mittee on Federal Taxes, of the American Bar Associ 
ation. In view of the fact that the first clinics were 
held under the auspices of a committee dealing only 
with federal taxation, comparatively little attention 
was paid to state and local taxes. From the first, 
however, there was considerable support for the ex- 
pansion of this phase of the Association activities to 
other than federal taxes, and this resulted in the forma- 
tion of the Section in 1939. In the following list of 
tax clinics as reported in Taxes, specific reference to 
the program is made only when matters involving 
state and local taxation were discussed: 

First Tax Clinic. Milwaukee, Wis. Taxes. Oct., 1934, p. 340 

Second Tax Clinic. Los Angeles, Cal. TAxEs. Oct., 1935, p. 597. 

Paper by F. Siefkin, “Cutting the Tax Pie—The Allocation 
of Tax Sources between State and Federal Governments.” 

Third Tax Clinic. Boston, Mass. Taxes. Aug., 1936, p. 524. 


Fourth Tax Clinic. Washington, D. C. Taxes. May, 1937, 
p. 263. 
Paper by W. A. Schnader on Conflicting Inheritance Tax- 
ation, with discussion from the floor of this problem. 
Fifth Tax Clinic. Kansas City, Mo. TAxeEs. Dec., 1937, p. 728 
Sixth Tax Clinic. Washington, D. C. Taxes. May, 1938, 
p. 279. 
Seventh Tax Clinic. 


p. 663. 


Cleveland, Ohio. Taxes. Nov., 1938 









August, 1942 





Paper by L. H. Parker dealing in part with problems of 
coordination of federal, state and local taxes, and better 
procedure for assessing property taxes. 

Eighth Tax Clinic. Washington, D. C. Taxes. July, 1939, 
p. 390. 

Ninth Tax Clinic. San Francisco, Cal. TAxeEs. Nov., 1939, 
p. 643 
In connection with this session, the Section of Taxation 
was organized. There were papers by D. L. Pierce on 
“Use by State Authorities of Federal Income Tax Re- 
turns,” and by Arnold Frye on axes Collected by or 
in Aid of Municipalities,” the latter paper discussing both 
state and federal taxes, and the necessity of integration. 

Tenth Tax Clinic. Washington, D. C. Taxes. May, 1940, 

p. 277. 
The following papers presented at this clinic deal solely 
or partially with state and local tax problems: W. E. 
Disney, “Current Tax Problems” (dealing in part with 
multiple taxation); Farwell Knapp, “Solution of Doubl> 
Domicile Problems”; and J. V. Morgan, “A Local Board 
of Tax Appeals,” discussing the District of Columbia 
Board. 

Eleventh Tax Clinic. Philadelphia, Pa. This was held in 
connection with the 1940 American Bar Association meet- 
ing. It was not reported in TAxEs, but the program will 
be found in the September, 1940, issue, p. 589. 

Twelfth Tax Clinic. Washington, D. C. TAxes. May, 1941, 
p. 299. 

Thirteenth Tax Clinic. Washington, D. C. Taxes. April, 

1942, p. 240. Paper by Lt. Col. E. M. Brannon on “State 

Taxation of National Defense Activities” (printed in full 

in the May, 1942, issue of TAxes, p. 268). Discussion 

from the floor as to coordination of federal, state and 
local taxes. 


op 


I. Conflicts and Coordination of Taxes 


(a) General Philosophy 

Arant, Roscoe. The Place of Business Taxation in the 
Revenue Systems of the States. Taxes. April, 1937, p. 
191. Historical approach. 

Buehler, Alfred G. The Principles of Expediency and Jus- 
tice in Taxation. But. Nat. TAx. Assn. Feb., 1936, p. 130. 
“Taxes are as complex as life itself.” 

Haensel, Paul. The Place of Illinois in a Rational Scheme 
of Tax Reform. 35 ILL. L. R. Feb., 1941, p. 622. “With 
the introduction of a federally-collected and state-shared 
income tax a general reform of the federal income tax 
is necessary.” Many types of taxes are discussed. 

Handy, Albert. Some Notes on Taxable Capacity. 26 Bur. 
Nat. TAx Assn. Jan., 1941, p. 99. Historical approach. 

Nichols, Philip. The Relation Between the Power of Taxa- 
tion and the Power of Destruction. 20 Boston Unwv. L. R. 
June, 1940, p. 435. The power to tax remains even when 
the power to destroy is lacking. 

*Prettyman, E. Barrett. A Practical Philosophy of Tax Col- 
lection. Taxes. Oct., 1936, p. 593. “A tremendous oppor- 
tunity for constructive public service at the hands of tax 
officials lies in a restatement of the law of income taxation.” 
Emphasizes the federal situation, but not confined to it. 

Todd, Edwin S. Ideal Tax System. Taxes. June, 1936, p. 
334. Reviews standard theories of taxation. 


(b) Taxation and Trade Barriers 


Bane, Frank. Interstate Trade Barriers. 16 INp. L. J. Dec., 
1940, p. 121. Introduction to a symposium. 

Brown, Robert C. The Legal Aspects of Trade Barriers. 
25 But. NAT. TAx Assn. Jan., 1940, p. 98. Current deci- 
sions reviewed. 

Burtis, Edgar L. Barriers and the Milk Industry. 16 Inn. 
L. J. Dec., 1940, p. 191. 

Lockhart, William B. State Tax Barriers to Interstate 
Trade. 53 Harv. L. R. June, 1940, p. 1253. “Categorical 

rules are giving way to practical approach.” Covers gross 
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receipts tax, motor carriers tax, license tax, margarine 
tax, etc. 

*McAllister, Breck P. Court, Congress and Trade Barriers. 
16 Inv. L. J. Dec., 1940, p. 144. Recognizes powers of 
states. The interstate distributor may seek to “expose 
the state law in all its economic sin as a barrier deliber- 
ately erected to protect the home merchants and keep 
him out.” 

McNamara, Joseph P. Jurisdictional and Interstate Com- 
merce Problems in the Imposition of Excises on Sales. 
8 Law & ConTEMP. Pros. Summer, 1941, p. 482. Reviews 
Federal Supreme Court decisions. 

Newcomer, Mabel. State Tariff Walls. Taxes. Sept., 1939, 
p. 509. “Some states already have the equivalent of cus- 
tomhouses on their interstate highways.” 

Schlesinger, M. R. Sales Taxes, Interstate Trade Barriers, 
and Congress. 39 Micu. L. R. March, 1941, p. 755. Dis- 
cussion of Federal Supreme Court cases. 

*Traynor, Roger J. State Taxation and the Commerce 
Clause. 28 CAL. L. R. Jan., 1940, p. 168. Discusses the 
unusually significant Federal Supreme Court cases in the 
1938 term. 

*Walker, Mabel L. State and Local Protectionism. Taxes. 
July, 1940, p. 407. Current cases reviewed. 

Waters, L. L. Interstate Trade Barriers. Taxes. Aug., 

1941, p. 472. 


(c) Immunity as to Governmental Agencies 

Berg, William, Jr. Status of Taxes Relative to Land Ac- 
quired by the United States. 16 Ore, L. R. June, 1937, 
p. 340. Based on experience of Oregon. 

Betters, Paul V. The Proposal to Tax Income from Gov- 
ernmental Securities. 7 LAw & Contemp. Pros. Spring, 
1940, p. 224. “The Case Against Taxation.” 

Freedman, Walter. Government-Owned Corporations and 
Intergovernmental Tax Immunity. 24 Wasn. Univ. L. Q. 
Dec., 1938, p. 46. Historical approach. 

Gardner, Warner W. Tax Immune Bonds. 8 Geo. Wasu. 
L. R. June, 1940, p. 1200. Historical approach. 

Hervey, John G. Judicial Delimitation of the Exemption 
of Federal Instrumentalities from State Taxation. 12 
TempPiE L. Q. April, 1938, p. 291. Federal decisions reviewed. 

Pond, Walter. Intergovernmental Immunity: A Compara- 
tive Study of the Federal System. 26 Ia. L. R. Jan., 1941, 
p. 272. Considers Australian experience. 

*Rottschaefer, Henry. Federal Taxation of State and Mu- 
nicipal Bond Interest. 20 N. Car. L. R. Feb., 1942, p. 141. 
Current cases reviewed. 

Shultz, William J. The Proposal to Tax Income from Gov- 
ernmental Securities. 7 LAw & Contemp. Pros. Spring, 
1940, p. 217. “The Case for Taxation.” 

Watkins, William R. The Power of the State and Federal 
Governments to Tax One Another. 24 Va. L. R. March, 
1938, p. 475. General discussion. 


(d) Multiple Taxation in General 


Brown, Robert C. The Present Status of Multiple Taxation 
of Intangible Property. 40 Micu. L. R. April, 1942, p. 806. 
3uehler, Alfred G. Some Methods of Dealing with the 
Overlapping Federal and State Taxes. 26 But. Nat. Tax 


Assn. Feb., 1941, p. 146. Tables showing the situation in 
1938. 


Burkhead, Jesse V. Double Taxation and Jurisdiction to 
Tax. 25 But. Nat. Tax Assn. June, 1940, p. 259. Relates 
to tangibles and intangibles, income and inheritance taxes. 

Carroll, Mitchell B. International Double Taxation. TAxEs. 
Oct., 1938, p. 588. 

*Kappes, George L. Double Taxation by the States. TAxeEs. 
Jan., 1940, p. 15. Tables presented of states with recip- 
rocal inheritance tax laws. 

*Keesling, Frank M. The Problem of Residence in State 
Taxation of Income. 29 Car. L. R. Sept., 1941, p. 707. 
Credit for taxes paid in another state. 
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Knapp, Farwell. Solution of Double Domicile Problems. 
TAxEs. May, 1940, p. 289. A paper presented at the 
Tenth Tax Clinic. 

Leland, Simeon E. Harding on Double Taxation. 24 CAL. 
L. R. May, 1936, p. 379. A book review of Prof. Hard- 
ing’s study of “judicial delimitation of the conflicting 
claims of taxing jurisdictions.” 

Nash, Francis C. What Law of Taxation? 9 ForpHAmM L. R. 
May, 1940, p. 165. Reviews recent Supreme Court deci- 
sions as to jurisdiction to tax, as well as problems of 
construction in federal taxation. Especially deals with 
stare decisis. 

Todd, Edwin S. Double Taxation. Taxes. Sept., 1936, p. 
528. Discusses situs of intangible porperty; also income 
and inheritance taxes. 

*Tweed, Harrison & C. S. Sargent. Death and Taxes are 

Certain; But What of Domicile? 53 Harv. L. R. Nov., 

1939, p. 68. “The mirage of taxability at death by only a 

single state disappeared when the wind veered to the left.” 


(e) Conflicting State Inheritance Taxes 


Karch, George F. The Apportionment of Death Taxes. 54 
Harv. L. R. Nov., 1940, p. 10. Prefers estate to inherit- 
ance taxes. 

Oakes, Eugene E. Development of American Death Taxes. 
26 Ia. L. R. March, 1941, p. 451. Part of a symposium. 

Ohlander, Lyle W. Double Inheritance Taxation. TAxXEs. 
July, 1936, p. 387. Alternative procedure discussed, with 
full annotations. 

Orr, Dudley W. Reciprocal Exemptions from Inheritance 
Taxation. 18 Boston Univ. L. R. Jan., 1938, p. 39. “There 
is no argument to justify the capricious burden of mul- 
tiple taxation.” 

*Schnader, William A. Inheritance Taxation. Taxes. May, 
1937, p. 256. Review of the Dorrance litigation. 

Shoup, Carl & Bernard Shimberg. Death Taxes and Estate 
Liquidation. TAxeEs. June, 1937, p. 327. Considers pro- 
visions of federal laws and those of fourteen states for 
purpose of minimizing damage from the requirement of 
cash payments. 

Youngquist, G. Aaron. Relation of Executors and Admin- 
istrators to State and Federal Inheritance Taxes. TAxXEs. 
Jan., 1939, p. 15. 


(f) Shared Taxes and Grants-in-Aid 


Ballentine, Arthur R. Grants-in-Aid—Possibilities and Prob- 
lems. 6 LecAL Notes on Loc. Govt. Oct., 1940, p. 11. 
“Use of federal funds tends to place a financial 
burden upon the federal government which is without 
limit or logical stopping place.” 

*Frye, Arnold. Taxes Collected by or in Aid of Municipali- 
ties. TAxes. Nov., 1939, p. 633. “Too much reliance on 
the general property tax.” 

Mitchell, G. W. Grants-in-Aid and Shared Taxes. TAxEs. 
July, 1940, p. 412. Recognizes “interference” with local 
government. 

Ruggles, Catherine G. State Aid and Shared Taxes in 
Illinois. 35 Inn. L. R. Feb., 1941, p. 754. General dis- 


cussion. 


(g) Conflicts and Coérdination of Federal, State and Local 
Taxes 

Balstra, Adrian N. Conflicting Tax Claims of U. S. and 
of States or Local Subdivisions. 5 LEGAL Notes on Loc. 
Govr. June, 1940, p. 279. Decisions considered where 
there is solvency, insolvency or bankruptcy. 

Logan, Harry L., Jr. Priorities and Lien Preferences Ac- 
corded Federal and State Claims in Corporate Reorgan- 
izations. TAxeEsS. April, 1938, p. 201. Current cases 
presented under section 77B of the Bankruptcy Act. 

*Magill, Roswell. Codrdination of State and Federal Taxes. 
Taxes. April, 1937, p. 187. Discussion of alternative 
plans as to federal collection of state taxes, crediting 
systems, and the separation of sources. 





Smith, Ralph W. Coordination of Tax Systems. Taxes, 
Nov., 1939, p. 629. Reviews California experience. 

Stockwell, Marvel. Co6drdination of Federal, State and 
Local Taxation. TAxes. April, 1938, p. 198. Five meth- 
ods considered. 

Sullivan, John L. Codrdination of Federal, State and Local 

Taxes. TAxeEs. Nov., 1941, p. 651. 


II. Real Property Taxation 


(a) Valuation and Assessment as to Real Estate Taxes 


Bloomenthal, Lawrence R. Tax Refunds in Illinois. Taxes. 
July, 1936, p. 405 and subseq. issues through Jan., 1937, 
p. 28. Discussion of procedural problems. 

Brown, Robert C. Assessment of Certain Classes of Real 
Estate under Depression Conditions. 4 Lec. Notes on 
Loc. Govt. March, 1939, p. 299. Brief factual study. 

Cochran, M. H. Accounting for Property Taxes. TAxeEs. 
Nov., 1938, p. 656. Gives for each state, dates when 
taxes deemed assessed, so as to have accrued. 

Enslow, H. R. State Supervision of Assessments in New 
York. Taxes. Aug., 1938, p. 458. Explains equalization 
procedure. 

Hamburg, Alexander M. Valuation of Real Property for 
Taxation. Taxes. March, 1939, p. 139. New York deci- 
sions emphasized. 

Holmes, John W. Classification of Fixtures for Assess- 
ment. 29 Cat. L. R. Nov., 1940, p. 21. Rules formulated. 

Jacobs, J. L. Effective Reporting of Assessment and Tax 
Facts. Taxes. May, 1937, p. 275. Factors involved are 
considered. 

Jacobs, J. L. Urban Property Tax Valuation Trends. 
TAXxEs. May, 1936, p. 263. Statistical approach. 

*Kauffman, David. Realty Valuation and Taxation. TAXxXEs. 
Nov., 1941, p. 654 and Dec., 1941, p. 724. The assessor 
is not “a crystal ball gazer.” 

Kreuger, L. B. Effective Property Tax Administration. 
Tax Poricy. Feb., 1936, p. 14. Wisconsin experience 
emphasized. 

Lawson, Eric W. Annual Income as a Method of Valua- 
tion for Real Estate Taxation. TAxes. April, 1937, p. 
209. Experience of Great Britain. 

*Luce, Kenneth K. Assessment of Real Property for Taxa- 
tion. 35 Micn. L. R. June, 1937, p. 1217. Considers pro- 
cedure as to urban, rural and public utility property. 
Discussion of usefulness of scientific formulae. 

Sparlin, Estal E. State Supervision of Local Property Tax 
Assessments. TAXxEs. Aug., 1939, p. 467. Arkansas 
experience. 

Walker, Mabel L. Improving Assessments. TAx Poticy. 
Jan., 1937, p. 1. Table of assessment units by states. 

Watson, D. A. Is there a Solution for the Illinois Tax 
Muddle? 2. Joun MarsHatt L. Q. March, 1937, p. 327. 
Causes analyzed for the especially bad situation in tliis 
state. 


(b) Review of Real Property Valuations and Assessments 


*Carey, Homer F. & Daniel M. Schuyler. The Illinois Tax- 
payer’s “Day in Court.” 31 Int. L. R. April, 1937, p. 993 
A discussion of equitable remedies in state or federal 
courts. 

Culp, Maurice S. The Powers of a Court of Equity in State 
Tax Litigation. 38 Micuw. L. R. March, 1940, p. 61. 
Necessity of exhaustion of administrative remedies espe- 
cially considered. 

Cushman, Robert S. The Judicial Review of Valuation in 
Illinois Property Tax Cases. 35 Itt. L. R. Feb., 1941, 
p. 689. Such review permitted as to assessments of State 
Commission; but not those of local assessors. 

Eldridge, Douglas H. Determination of Property Taxes 
in Washington. 16 Wasn. L. R. Jan., 1941, p. 13. Rec- 
ommends centralization. 

Faught, Albert S. Procedure for the Assessment of Real 

Estate for Taxation Purposes and the Review of such 
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Assessments. 6 U. or Pitts. L. R. May, 1940, p. 231. A 
review of the existing Pennsylvania procedure, and a 
recommendation of principles to be generally followed. 

Holbrook, W. Sumner. Judicial Review of Determinations 
by County Boards of Equalization. 14 Soutu. CAL. L. R. 
March, 1941, p. 276. California experience. 

Throckmorton, Robert B. Judicial Review of Tax Assess- 
ments in Iowa. 26 Ia. L. R. May, 1941, p. 723. Role of 
court should be that of umpire. 


(c) Budgetary Control and Limitations 


Bertram, Rudolf F. Local Budget Control by State Tax Com- 
missions. TAxEs. Aug., 1937, p. 476. New Mexico ex- 
perience. 

*Bowen, Howard R. Overall Limitation of Property Tax 
Rates. 24 But. Nat. Tax Assn. Jan., 1939, p. 108. Argu- 
ments pro and con. 

Hackett, William H. Methods for Curbing Local Expendi- 
tures. 24 But. Nat. TAx Assn. May, 1939, p. 227. Em- 
phasis on accounting, budgeting, and independent auditing. 

Warner, Edwin E. Local Budgetary Reform and Review. 
35 Itt. L. R. Feb., 1941, p. 653. Discusses “pre-adjudica- 
tion” plan. Draft of bill is attached. 

Warner, Edwin E. A Study of the Indiana Plan of Budge- 
tary Review. 4 LEGAL Nores or Loc. Govr. March, 1939, 
p. 279. Discussion of the Indiana system of administra- 
tive review at the state level. 

(d) Exemptions 

Arant, Roscoe. Homestead Tax Exemption in Mississippi. 
11 Miss. L. J. Dec., 1938, p. 167. 

*Bloomenthal, Lawrence R. Tax Exemptions. Taxes. May, 
1937, p. 269, continuing through Jan., 1938, p. 27. Sup- 
plemental article in May, 1939, p. 273. 

Coates, Albert. Battle of the Exemptions. 19 N. Car. L. R. 
Feb., 1941, p. 154. North Carolina experience. 

Hinckley, Russell J. & J. J. Haggerty. Taxation in Aid 
of Farm Security. 4 LAw & Contemp. Pros. Oct., 1937, 
p. 546. Homestead exemption experience presented. “TIIl- 
advised exemptions” are disapproved. 

Hudson, Philip G. Homestead Tax Exemption in 1939. 
25 Burt. Nat. TAx Assn. April, 1940, p. 194. Tables as 
to twelve states. 

Killrough, Lucy W. Tax Exempt Industries in Rhode 
Island. 26 But. Nat. TAx Assn. Nov., 1940, p. 34. Pres- 
ent liberal practice is not approved. 


Pond, C. B. Value and Importance of Exempt Real Estate. 
TAXES. July, 1940, p. 416. “Twenty per cent of the 
nation’s land area is owned by the central government.” 
Data by states, as to all exemptions. 

Schmidt, E. B. Problems of Homestead Tax Exemption. 
TAxEs. April, 1938, p. 211. 

Stimson, Claude W. Exemption of Churches from Taxa- 
tion. TAxeEs. June, 1940, p. 361. 

Thompson, C. Woody. Homestead Tax Reduction. 22 
Ta. L. R. May, 1937, p. 633. Based primarily on Towa 
experience. 


(e) Collection of Real Estate Taxes 


\llen, H. K. Chronic Tax Delinquency Presents a Chal- 
lenging Problem. 24 Burt. Nat. Tax Assn. June, 1939, 
p. 270. Constructive suggestions for a “well-planned tax- 
collection system.” 

\llen, H. K. Collection of Delinquent Taxes by Recourse 
to the Taxed Property. 3 LAw & ConTEMP. Pros. June, 
1936, p. 397. Reviews procedure in various states. 

Bird, Frederick L. Extent and Distribution of Urban Tax 
Delinquency. 3 Law & Contemp. Prop. June, 1936, p. 336. 
Statistical approach. 

*Culp, Maurice S. Powers of a Court of Equity in State 
Tax Litigation. 38 Micu. L. R. March, 1940, p. 610. 
Federal and various state procedures discussed and con- 
trasted. 
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DeLong, Earl H. & B. Q. O’Brien. Tax Receiverships. 
3 LAw & Contemp. Pros. June, 1936, p. 382. Reviews 
statutes and decisions. 

Freeze, John L. Extra Territorial Enforcement of Revenue 
Laws. 23 Wasu. Univ. L. Q. April, 1938, p. 321. His- 
torical approach. 

Gardner, Edward J. Delinquent Taxes in Ohio. 25 But. 
Nat. Tax Assn. Oct., 1939, p. 6. Suggests simplification 
of procedure. 

Jensen, Jens P. A Suggestion on Tax Collection. 21 But. 
Nat. TAx Assn. March, 1936, p. 173. “There should be 
no so-called redemption period.” 

Jensen, Jens P. Tax Calendar and Use of Installment Pay- 
ments, Penalties and Discounts. 3 Law & CONTEMP. PRos. 
June, 1936, p. 354. No two states have the same penalty 
system. 

Long, Henry F. Enforcement of Real Estate Tax Liens 
in Massachusetts. 5 Lecat Notes on Loc. Govt. Jan., 
1940, p. 119. Reports success of custodian system. 

Pollock, Bertram L. Foreclosure of Tax Liens in Illinois. 
TAxEs. Feb., 1940, p. 91. Explains procedure. 

*St. John, John. Real Property Tax Collection Procedures. 
TAXEs. June, 1936, p. 326. Outlines procedure in a dozen 
states. 

Smith, Wade S. Recent Legislative Indulgences to Delin- 
quent Taxpayers. 3 LAw & Contemp. Pros. June, 1936, 
p. 371. Tables by states. 

Studenski, Paul. A New Plan for Private Financing of 
Delinquent Tax Payments. 3 Law & Contemp. Pros. 
June, 1936, p. 362. Recommends New York system. 

Wagner, Paul W. Utilization of Reverted Tax Delinquent 
Land in Rural Areas. 3 LAw & Contemp. Pros. June, 
1936, p. 453. Reviews experience of several states. 


(f) The “Model Tax Law” 


*Brandis, Henry Jr. Tax Sales and Foreclosures Under the 
Model Tax Collection Law. 3 LAw & Contemp. Pros. 
June, 1936, p. 406. Considers alternatives to proposals 
found in the Model Law. 

3rown, Robert C. Critique of Model Law. Bonp Buyer. 
Sept. 14, 1935, p. 1. 

Rubin, Edward. Collection of Delinquent Real Property 
Taxes by Action in Personam. 3 LAw & CONTEMP. PRop. 
June, 1936, p. 416. Discusses divergent views of the 
“Model Law” and of the Committee on Tax Delinquency 
of the National Tax Association. 

Tobin, Charles J. Model Tax Law for New York State. 
TAxEs. Feb., 1936, p. 81. Historical approach. 

Traynor, Roger J. Critique on Model Real Property Tax 
Collection Law. 24 Cat. L. R. Nov., 1935, p. 98. 


Ill. Administration of Tax Laws 


Martin, James, W. Principles of State and Local Tax 
Administration. TAxes. Sept., 1937, p. 521. Unification 
of state and local systems urged. 

*Morgan, Jo V. A Local Board of Tax Appeals. Taxes. 
May, 1940, p. 297. Procedure of one-man board for the 
District of Columbia. A paper presented at the Tenth 
Tax Clinic. 

Morse, Lewis W. State Tax Commissions, Their History 
and Reports. Taxes. April, 1940, p. 227. In this and 
subsequent issues each of the states is considered in alpha- 
betical order. 

Slater, Harry. Functions and Procedure of the Wisconsin 
Board of Tax Appeals. Taxes. Dec., 1940, p. 749. Rules 
of procedure are set forth. 


IV. Personal Property, Sales and Use Taxes 


(a) Personal Property Taxes 

*Altman, Oscar L. The Role of the Court in Personal Prop- 
erty Taxes in Chicago. 32 Itt. L. R. June, 1937, p. 171. 
“The provisions governing the taxation of all property, 
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and particularly personal property, are embodied in badly 

drawn, vague and general statutes.” Statistics as to 

litigation. 

Anonymous. The Illinois Constitutional Requirement of 
Uniformity in Taxation. 33 Itt. L. R. May, 1938, p. 57. 
An elaborate comment, containing an able discussion of 
the general property tax. 

3rown, Robert C. State Property Taxes and the Federal 
Supreme Court. 14 Inp. L. J. Aug., 1939, p. 491. Gen- 
eral discussion, covering both real and personal property 


taxes. 
Ford, Robert S. Some Aspects of Intangibles Taxation in 
Michigan. 37 Micn. L. R. April, 1939, p. 893. “There 


are still seven states which attempt to tax intangibles 
under the general property tax.” 

Palmer, Peter F. The Abolition of the Personal Property 
Tax. 26 But. Nat. Tax Assn. March, 1941, p. 177. Rec- 
ommends its discontinuance. 

Potter, Arthur F. Help Which the State Can Give in Im- 
proving Property Tax Assessments. 24 But. Nat. Tax 
Assn. Jan., 1939, p. 113. Disapproves of ad valorem tax 
of intangible personal property, based on Connecticut 
experience. 

(b) Sales and Use Taxes 


Baum, Morton. Legal Phases of Local Sales Tax. 14 
N. Y. Univ. L. Q. Rev. Nov., 1936, p. 28. Based on New 
York experience. 

Buehler, Alfred G. General Sales Tax Experience. TAx 
Poticy. March, 1936, p. 1. Argument against sales tax. 

Frampton, George T. & N. L. Smith. Commodities and 
Transactions Exempt from Consumption Taxes. 8 Law 
& CONTEMP. Pros. Summer, 1941, p. 579. State statutes 
analyzed. 

Jessup, R. S. State Sales Tax Problems. Taxes. April, 
1941, p. 212. Table of states, analyzing the precise theory 
of the respective taxes. 

Johnson, George M. Multi-State Taxation of Interstate 
Sales. 27 Cav. L. R. July, 1939, p. 549. Four conclusions 
drawn. 

Lockhart, William B. The Sales Tax in Interstate Com- 
merce. 52 Harv. L. R. Feb., 1939, p. 617. “Risk of 
double tax burden” considered as decisive. 

Martin, James W. & H. Clyde Reeves. The Kentucky 
Motor Vehicle Usage Tax. Taxes. March, 1937, p. 141. 
Administrative methods are presented. 

Philipsborn, Martin, Jr. The Illinois Supreme Court and 
Retailers’ Occupation Tax. 31 Int. L. R. Feb., 1937, p. 
741 and 32 Itt. L. R. Feb., 1938, p. 685. “Its adminis- 
tration is not expensive but it is difficult.” 

Pierce, Dixwell L. State Sales Taxes. 26 But. Nat. Tax 
Assn. May, 1941, p. 226. Tables for twenty-three states. 

Smart, L. E. & John N. Hart. The Distribution of Revenue 
from State-Collected Consumer Taxes. 8 LAw & CONTEMP. 
Pros. Summer, 1941, p. 463. Tables as to all states. 

Walker, Mabel L. The Decline of the Sales Tax. Tax 
Poticy. June, 1936, p. 1. State tabulations. 

Walker, Mabel L. The Supreme Court and the Use Tax. 
TAx Portcy. March, 1940, p. 1. Decisions discussed. 
*Warren, William C. & M. R. Schlesinger. Sales and Use 
Taxes: Interstate Commerce Pays Its Way. 38 Cor. 

L. R. Jan., 1938, p. 49. 


V. State Death, Gift, and Income Taxes 


(a) Death taxes 
Meisenholder, Robert. Taxation of Annuity Contracts un- 
der Estate and Inheritance Taxes. 39 Micu. L.R. April, 
1941, p. 856. Statutes and decisions reviewed. 
Nutting, Charles B. Life Insurance Proceeds in State In- 
heritance and Estate Taxation. 26 IA. L. R. March, 


1941, p. 579. Part of a symposium on state inheritance 
and estate taxation. 
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Thompson, John F. 


Appointment. 1939 Wis. L. R. March, 1939, p. 254. 
State and Federal decisions reviewed. 


(b) Gift Taxes 


*Brandis, Henry, Jr. State Gift Taxes—Their Relations to 
Death Duties. 19 N. Car. L. R. April, 1941, p. 304. 
Laws and decisions of several states reviewed. 

Cahn, Edward N. State Gift Tax Jurisdiction. 87 U. or Pa 
L. R. Feb., 1939, p. 390. “The power and correlative 
protection implied in the term jurisdiction should be 
interpreted in terms of single economic phenomena.” 

Strangman, H. Arnold. Taxation of Gifts by States. Taxes 
Jan., 1941, p. 36. Analysis of laws of nine states. 


(c) Income Taxes 


Blakey, Roy G. & Violet Johnson. State Income Taxation, 
TAxEs. March, 1941, p. 131 and subsequent numbers 
through July, 1941, p. 423. State tables included. 

Brown, Robert C. Constitutional Limitations on Progres- 
sive Taxation of Gross Income. 22 IA. L. R. Jan., 1937, 
p. 246. Current cases reviewed. 

*Harding, Arthur Leon. State Jurisdiction to Tax Divi- 
dends and Stock Profits to Natural Persons. 25 Cat. 
L. R. Jan., 1937, p. 139 and March, 1937, p. 285. Shows 
relationship of source of income from intangible prop- 
erty to problems of taxable status of intangible property 
for ad valorem or inheritance tax purposes. 

Hayes, Adolph R. Legality of Apportionment Formula as 
Applied in State Taxation of Net Income. 4 JoHN Marsu. 
L. Q. March, 1939, p. 349. Upheld. 

Kent, Arthur H. Question of Taxing Capital Gains. ‘The 
Case for Taxation. 7 Law & COoNnTEMP. Pros. Spring, 
1940, p. 194. Deals largely with the federal income tax, 
but also applicable to state income taxes. 

Jacobson, J. Mark. State Jurisdiction to Tax Incomes. 
85 U. or Pa. L. R. June, 1937, p. 795. General discussion. 

McBride, L. M. Jurisdictional Aspects of State Income 
Taxation. TAxEs. April, 1939, p. 197. Current cases 
reviewed. 

Nelson, Godfrey N. Question of Taxing Capital Gains 
The Case Against Taxation. 7 Law & Contemp. Prop. 
Spring, 1940, p. 208. An answer to the Kent article cited 
above. 

Neuhoff, Ralph R. Gross Income and Deductions under 
State Income Tax Laws. 22 Ia. L. R. Jan., 1937, p. 
183. Failure of the states to keep up with changes in 
federal laws is noted. 


Palmer, Roy H. Administration of the Personal Income 
Tax Law in New York State. 22 Ia. L. R. Jan., 1937, 
p. 313. Emphasis on problems of residence and the 
allocation of income of non-residents. 

*Rottschafer, Henry. State Jurisdiction to Tax Income. 
22 Ia. L. R. Jan., 1937, p. 292. Determination of “unit 
income” and application of formula for allocation. 

Strayer, Paul J. Possibilities of the State Personal Income 
Tax. Taxes. Oct., 1938, p. 583. Tables for all of 
the states imposing this tax. 

*Traynor, Roger J. State Taxation of Trust Income. 22 |a. 
L. R. Jan., 1937, p. 268. Problems due to diverse domi- 
ciles of several trustees. 

*Watson, William W. Allocation of Business Income for 
State Income Tax Purposes. 25 Minn. L. R. June, 1941, 
p. 851. Analysis of statutes and decisions. ‘The legis- 
lature may not create irrational fractions.” 


VI. Other Kinds of Taxes 


(a) Chain Store Taxes 


Blakey, Roy G. & Gladys C. Blakey. 
tion. TAXES. 


Inheritance Taxation and Powers of 


Chain Store Taxa- 
Oct., 1941, p. 594 and Nov., 1941, p. 670. 


Tables by states. Thorough discussion of economic con- 
siderations. 
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Rawson, Robert H. Judicial Review of State Chain Store 
Taxes. Taxes. July, 1938, p. 396. Current decisions con- 
sidered. 

Reeves, H. Clyde. Kentucky’s New Chain Store License 
Law. TAxEs. July, 1940, p. 423. 

Simms, E. W. Again—Chain Stores and the Courts. 26 
Va. L. R. Dec., 1939, p. 151. “The chain store method 
of retail distribution is an issue of national economic and 
political significance.” 

Walker, Mabel L. Chain Store Taxes. 
1937, p. 1. Tables by states. 


Tax Poricy. June, 


(b) Excise Taxes 
Brown, Ray A. The Excise Tax as a Regulatory Device. 
23 CorNELL L. Q. Dec., 1937, p. 45. General discussion. 
Dayton, Arthur S. Excise Taxes in their Relationship to 
Property Taxes. 46 W. Va. L. Q. Dec., 1939, p. 21. 
Historical approach. Federal, Virginia and West Vir- 
ginia cases reviewed. 

*Sholley, John B. Corporate Taxpayers and the Equal Pro- 
tection Clause. 31 Inn. L. R. Dec., 1936, p. 463 and 563. 
Historical approach. Numerous types of taxes consid- 
ered. “We can expect the Supreme Court to treat them 
more and more like individuals.” 

Sholley, John B. Equal Protection in Tax Legislation. 24 
Va. L. R. Jan., 1938, p. 229 and Feb., 1938, p. 388. Cur- 


rent federal decisions reviewed. 
(c) Gasoline and Motor Vehicle Taxes 
Walker, Mabel LL. Gasoline Taxes. 
1938, p. 1. Statistical. 
Walker, Mabel L. Motor Vehicle Taxes. 
March, 1938, p. 1. Tables by states. 
(d) License Taxation 
Richardson, Hayes A. 
Crry E.R. 
(e) Poll Taxes 


Boudin, Louis B. State Poll Taxes and the Federal Con- 
stitution. 28 Va. L. R. Nov., 1941, p. 1. Questions 
validity of laws requiring payment of poll taxes in fed- 
cra] elections. 


Tax Pontcy. Feb., 


Tax Poricy. 


License Taxation. 7 U. oF KAN. 
April, 1939, p. 173. Historical approach. 










lederal Tax Institute at New York University 

New York University will sponsor a Federal Tax 
Institute this fall to meet the needs of attorneys, 
accountants, trust officers 
Whose work is largely concerned with tax matters. 


corporate officials and 


Scheduled to meet for a two-week session after the 
details of the new federal tax law have been com- 
pleted by Congress, the Tax Institute program will 
be conducted by a Committee composed of J. K. 
Lasser, tax authority and lecturer in the Division of 
General Education, Harry J. Rudick, lecturer on taxa- 
tion at the New York University School of Law, and 
Paul Studenski, professor of economics in the New 
York University’s School of Commerce, Accounts, 
and Finance. 

Sessions will be held mornings and evenings during 
the two-week period, leaving the afternoons free for 
members to attend to personal and business matters 
during their stay in the city. Some twenty nationally 


(f) Public Utilities Taxation 


Braunstein, Jacques & M. H. Johnson. Public Utility De- 
preciation and the Income Tax. 52 Harv. L. R. May, 
1939, p. 1077. “Judicial guideposts in the law of depre- 
ciation are widely scattered.” 

Hedrick, J. J. State Taxation of Natural Gas Transported 
in Interstate Commerce. 4 JoHN MaArsH. L. Q. Sept., 
1938, p. 24. 

Martin, James W. 
erty. TAXEs. 
factors. 

Troxel, C. Emery. Relation of Rate and Tax Value of 
Public Utilities. Taxes. May, 1939, p. 276. Current cases 
reviewed. Data as to twenty-one public utilities given. 


Tax Valuation of Public Utility Prop- 
Jan., 1941, p. 7. Emphasis on community 


(g) Railroad Assessments and Taxes 
Brown, C. C. 
Freight Lines. 
plained. 
Field, Kenneth. Taxing the Railroads to Death. 
June, 1941, p. 335. 
roads, 1933 to 1940. 


Martin, James W. The Unit Method of Railroad Assess- 


The Gross Earnings Method of Taxing 
TAXES. May, 1939, p. 288. System ex- 


TAXES. 
Table of taxes of twenty-four rail- 


ment. TAxes. March, 1939, p. 155. Several principles 
outlined. 
Ramsey, Mary L. Railroad Assessments in Illinois. TAXEs. 
Dec., 1940, p. 744. 
(h) Severance Taxes 
Walker, Mabel L. Severance Taxes. Tax Poricy. Feb., 


1940, p. 1. 


(i) Special Assessments for Improvements 


Curtiss, Ansel B. The Judicial Function in the Levy and 
Review of Special Assessments. 14 UN1tv. or Crnn. L. R. 
Nov., 1940, p. 469. 


(j) Taxation of Alcoholic Beverages 

*Efros, Abraham & Max Ziefert. State Taxation of Alco- 
holic Beverages. Tax Poricy. April, 1936, p. 2. Analy- 
sis of state laws and methods of collection of taxes, 


Table of statutes and tax collections. 





known authorities on federal tax matters have already 
accepted invitations to become discussion leaders and 
it is expected that representatives of the United States 
Treasury will also attend the conference. 

The fall date of the Institute was selected so that 
those attending would have an opportunity to study 
the details of the 1942 tax law under expert leadership 
before they are called upon to advise clients and pre- 
pare corporate and estate returns based upon what is 
expected to be the most drastic piece of tax legislation 
ever enacted by Congress. The fact that over 7,000 
attorneys and certified public accountants have been 
admitted to practice before the United States Board 
of Tax Appeals in recent years illustrates the growing 
importance of federal tax litigation with the increas- 
ing complexity of each succeeding federal tax law. 
One of the purposes of the Institute is to assist attor 
neys and accountants, recently taking up this spe- 
cialized work, to become familiar with current trends 
in tax matters. 
















































































































































































































































































































































































































































































































































At Random 


In our July, 1939, issue (page 412) we mentioned 
Captain Robert Giffin, who was then skipper of the 
U. S. S. Savannah. You have recently seen his name 
and picture in the papers as Rear Admiral command- 
ing United States Naval forces with the British. As 
what F. I. A. used to call a “proofroom eluder,” he 
is the present champion or at least contender. Nearly 
every paper got an “r” 


6ee 99 


“G” and the “1. 


into his name between the 


A year later (page 451) we wrote, “Certainly with 
the war in Europe taxes are necessary. Taxes MUST 
be.” But so far we have seen no regulation limiting 
the number of sizes in which bank checks may be 
printed. We still advocate it as a war economy 
measure. 

Another saving, not only of paper but file space, we 
have personally used for years, and now pass to you. 
When replying to a letter, put the carbon copy on the 
back of the letter being answered. Simple, isn’t it? 

We've got to do a little stage setting for this inci- 
dent, to us the funniest of the year. In the Army 
the insignia of a Brigadier General is a silver star, 
worn on each shoulder. In the Navy, an Ensign of 
the line wears one gold stripe and one gold star on 
each sleeve, or shoulder-mark. (Please note, shoulder 
marks are not epaulets.) 

Khaki as a material for Navy uniforms had very 
restricted use until June, 1941. Now for the story. 
A young Ensign was en route to Wisconsin for duty; 
he wore his khaki. As he entered the diner, one of 
the four soldiers traveling on leave yelled, “Atten- 
tion!” and all stood until he said “Carry On” and was 
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seated across the aisle. As the soldiers left the car 
one, timidly but politely, his eyes riveted on the star 
and not seeing the blue background and gold stripe 
of the shoulder mark, asked, “Aren’t you very young 
to be a general, sir?” 


Report to Taxpayers 


The news from the world front, as we write this, is 
sad. But on the Manitowoc sector of the home front 
unbelievable progress is being made. In the seven 
days ended June 26, two sub-chasers and a submarine 
were launched, all ahead of schedule. When we took 
over this office, we had six civilian assistants. As we 
leave, there are fifteen in Manitowoc and five in 
Sturgeon Bay. Your tax and bond money is being 
spent lavishly—but it’s producing results. And the 
Navy’s Cost Inspection force, everywhere, is doing 
all it can to safeguard your money without delaying 
output. 


Cases 
A six-man dissent to the Queensboro Corporation 
case, 46 BTA No. 164, May 28, (423 CCH § 7533) 
makes it very important. Watch for an appeal. \ 
case involving patents is that of the Metropolitan Roy- 
alty Corporation, a BTA memo opinion of May 25. 
Five patents were held to be ordinary losses, and one 
a capital loss. The full decision explains the seem- 
ingly queer result (423 CCH § 7533-C). 
We wonder if any woman has ever had so many 
income tax trials as Mrs. Marian O. Chandler, see 
16 BTA 1648 
32 BTA 720 
40 ustc 9521 


and on May 29, the Ninth Circuit gave a decision in 
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favor of the Chandis Securities Company, (42-2 ustc 
©9521). The last is important to all because of its 
discussion of taxpayers’ rights. 

One of the landmarks in New York City’s theatrical 
district is the pawnbroker, R. Simpson & Co., Inc., at 
133 West 42nd St., with a branch on Broadway. On 
June 19, the Second Circuit upheld the BTA in holding 
Simpson’s is a personal holding company. (42-2 ustc 
© 9544.) 


In the following skit the first three scenes take 
place in the office of Dash & Blank, Taxperts. The 
characters are Blank and his highly efficient secretary, 
Miss Etta Broun. As the curtain rises we see by 
the clock that it is 5:15 p. m., and Blank is at the door, 
with hat and overcoat on, adjusting his muffler. 

Scene One. 

Blank: I won't be in till at least ten tomorrow ; got 
a dentist appointment. 

Miss Broun: Allright, Mr. Blank, good night. 

Blank: Good night. 

Scene Two, Next Morning. The office clock 
points to 9:05; Miss Broun is at the phone. 

Miss Broun: “No, Mr. Bigg, Mr. Blank is not in yet. 
No, sir, ’'m sorry I can’t reach him. 
is out of town. 
soon as he returns.” 


The office clock points to 9:10. 

Miss Broun: “No, Mr. Small, 
Mr. Blank won’t be in till at 
least ten. No, Mr. Small, I’m 
sorry I can’t reach him; he’s at 
the dentist’s you know. No, I 
do not know the dentist’s name. 
Very well, I'll call you the min- 
ute he gets in.” 

The clock points to 10:10. 

blank (entering): ‘Whew! 
Some session! Any call, Miss?” 

Miss Broun: “Vil say. Mr. 
Bige of the Aliwet Securities 
Companies wants to see you 
about an SEC Registration state- 
ment on a new issue they are 
about to put out, and Mr. Small 
Wants you to stop at the Mas- 
todon and Mammoth National 
Bank to talk over his statement 
with the credit manager.” 

Blank: “Great grief! What 
luck! Here I come rushing 
back from the dentist, who has 
his office in the Mastodon and 
Mammoth Bank Building; and 
the Allwet Company is just a 


No, sir, Mr. Dash 
Yes, P’ll have Mr. Blank call you as 








Lieutenant Commander Lewis Gluick 


1 With this issue, Lieutenant Commander 

Gluick, our Shoptalker, goes to sea and 
leaves us for the duration. For the past 
seven years he has talked shop faithfully 
and well. We are sorry to lose him but 
our loss is Uncle Sam’s gain. 
wishes him success and the best of luck 
in his new tour of duty. 
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half block down the street. Call ’em up and say I’m 
on my way. G’bye!” 


Scene Three, Next month. The clock points to 
9:15. Miss Brounis at the phone. 
(Again or yet?) 
Miss Broun: “Yes, Mr. Bigg, I can reach him for 
you. No, not for a quarter hour yet; he’s in the den- 
tist’s chair now, but I’ll pass your message to the 
nurse and he’ll call you as soon as he can. No, I won’t 
forget to deliver it; I have another one too. You're 
welcome, sir. Yes, it is an improvement; yes, I have 
the dentist’s phone listed in our phone book under D, 
in red ink. Yes, even the office boy can find it. Well, 
I don’t know; you see Mr. Dash goes to the same 
dentist. Yes, thank you. Good morning.” 
Scene Four. The office of Dentist Dawson. His 
pretty blonde nurse is at the phone. The 
clock points to 9:30. Blank has just 
got out of the chair. 

Blank: ‘Well, Doc, I’m sure glad that’s over.” 

Nurse: “Yes, Miss Broun, I'll tell him.” 

Dawson: “Yes, Mr. Blank, I guess you'll be OK till 
July. But drop by in a couple of weeks after office 
hours and fix up my tax returns, will you?” 

Blank: “You bet... 
is it nurse?” 


what 


Nurse: “Your office phoned. 
Mr. Bigg wants to see you at 
once. There’s some hitch in 
that SEC statement. And then 
Mr. Law wants you to phone 
him about that tax matter.” 

Blank: “Thanks. Well, Doc. 
No time for chatter now. Gotta 
scram.” 

Nurse: 
. Doctor.” 


“Next patient ready, 


And the curtain falls. 

P. S. Mrs. Shoptalker says 
that more than the curtain will 
fall on us for letting a profes- 
sional man, of all people, ad- 
dress a Doctor as “Doc.” Our 
only reply is, “Well, some of 
them do.” But we hope that 
our readers know better. 


Sign-off 

As we write this we are under 
orders to go to sea. Our relief 
is already here. But whether 
we go to an Atlantic or Pacific 
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The Editor. 
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port to reach our ship is not for publication. We have, 
without too much effort, carried on the Shop during 
twenty-three months of defense and war work. But 
we can’t do it from a ship sailing one or all of the 
seven seas. 

There was an ancient vaudeville jape that ran 
this way: 

Straight Man: “Au revoir!” 
Comic: ‘“What’sat mean?” 

Straight Man: 
while.” 


“It’s French for good-bye for a little 
Comic: “Well, cyanide of potassium !” 
Straight Man: “What is the meaning of that?” 
Comic: “That means good-bye forever in any 
language.” 

Somehow or other the Shop will be operated while 
we are gone. Furthermore, we are convinced we shall 
return. Maybe somewhat the worse for wear, but 
we'll come back to run the Shop again, so don’t forget 
to renew your subscriptions. Therefore, all we'll say is, 


“Au revoir” 


High Federal Corporation Taxes May Cause 
Larger Bank Borrowing 


High and rising federal taxes have greatly in 
creased the cash requirements of corporations and 
may lead to greater demand for bank credit, accord- 
ing to the Division of Industrial Economics of The 
Conference Board. Along with larger inventories and 
receivables resulting from increased war production, 
these higher taxes, the Board finds, have already cre- 
ated new borrowing problems for about one quarter 
of a representative list of companies just surveyed. 
Some other concerns on the list indicate that they 
will probably be obliged to borrow to meet the greater 
tax load in prospect for 1942. In some instances, cor- 
porations are finding it necessary to meet taxes out 
of the following year’s income, and marked declines 
in the current ratio are reported by some companies. 

This situation is regarded also as having important 
postwar implications, which may cause some corpo- 
rations to seek long-term funds. 

The financing of further plant expansion out of 
earnings has likewise become a problem in a number 
of cases, the Board says. 

“For some companies in the high brackets,” the Board adds, 
“the adoption of the present tax proposals would leave noth- 
ing remaining for new plant and equipment and would not 
allow them to provide adequately for necessary increases in 


working capital. A closely allied problem is how much divi- 
dends they will be able to pay. Elimination or marked cur- 
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tailment of payments may become necessary in certain cases. 
Mention was also made of the possibility that high taxes 
might lead to unwarranted wage increases. 

“In all, about one-third of the companies have found it 
necessary to borrow funds recently, including the usual sea- 
sonal need for funds. A somewhat greater proportion has 
investigated possibilities and in all instances no difficulty is 
reported in obtaining funds from commercial banks at low 
rates. 


“Less than 15% of the corporations have had recent ex- 
perience in raising funds through investment bankers. Only 
a negligible proportion of these report difficulties, among 
them the prospect of reduced net income as a result of the 
higher 1942 tax rates.” 

A very considerable variation was found in the 
experience reported by the companies surveyed, due 
not only to differences in the financial position of 
companies but also to the uneven effects of the war. 
Some corporations have been forced to reduce or 
liquidate inventories because of restrictions, some 
have’ speeded collections considerably. In a number 
of instances, the trend of sales and taxable income has 
been downward. The problem of obtaining cash 
seems more difficult for the small than the large cor- 
poration, the Board finds. 

About half the reporting companies are using tax 
anticipation notes, with more than four-fifths finding 
them a convenience. In some cases, notes are being 
bought for patriotic reasons only. In others, they 
are being bought monthly, as a practical budgeting 
procedure, to cover fully estimated liability. Obvi- 
ously, this budgeting plan cannot be adopted where 
cash is not available or must be used for other pur- 
poses, the Board observes. 

Corporation executives also find in the situation 
now developing factors which are likely to confront 
industry with problems of importance in the postwar 
period. As to this phase of the situation, the Board 
says: 

“Executives are obviously anxious to be in as favorable 
a financial position as possible at the end of the war, although 
they do not want to be forced into decisions which might 
restrict the war effort. Several recommend the British prac- 
tice of providing a postwar tax refund, others recommend 
reconversion reserves. Fear was also expressed by some 
companies that they might find themselves in an_ illiquid 
position at the war’s end, with large sums tied up in inven- 
tories, so that it would be exceedingly difficult for them to 
finance the shift back to peacetime production. Consciousness 
of potential postwar financial hazards is causing some com- 
panies to investigate the possibility of obtaining long-term 


funds, so that they will not be caught if the market is closed 
to them when their needs develop.” 


Digests of Articles on Taxation 
In Current Legal Periodicals 
The Legal Periodicals Digest section of the maga- 


zine, though deleted from this issue because of space 
limitations, will be resumed in the September issue. 
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1942 Revenue Bill 

For a thorough discussion of the provisions of the 
Revenue Bill of 1942 as passed by the House of 
Representatives see Mr. George T. Altman’s article 
at page 451, herein. 


Regulations Issued under Canadian Tax Treaty 

TD 5157, approved June 27, 1942, interprets the 
recent tax treaty between the United States and 
Canada. The previous treaty was terminated effec- 
tive April 29, 1941. Withholding was required there- 
under at the rate of 16% per cent from May 15 to 
September 29, 1941, both inclusive. On and after 
September 30, 1941, the rate was 27% per cent. As 
the treaty is retroactive to January 1, 1940, and with- 
holding has been at more than 15 per cent—the treaty 
rate—since April 29, 1941, the regulations prescribe 
the method for release by withholding agents of ex- 
cess tax withheld and for procuring refunds where the 
withheld tax has been paid over to the Government. 

Where tax was withheld at 27% per cent since 
January 1, 1942, withholding agents are directed to 
return to the person from whom it was withheld an 
amount equal to 12% per cent of the income which 
was subjected to the withholding. 

Since the treaty exempts pensions and life annuities 
derived from United States sources by Canadian resi- 
dents who are non-resident aliens, withholding agents 
are directed to turn over to the persons from whom 
withheld, the amount withheld as to such items on or 
alter January 1, 1942. 

Under the treaty, dividends received from a wholly 
beneficially-owned subsidiary are taxable at five per 
cent instead of the 15 per cent applied to other income. 
But withholding must be made at 15 per cent unless 
before paying the dividend the corporation which 
intends to pay it has received notice from the Com- 
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missioner that the dividend falls within the treaty pro- 
vision. Sec. 7.11 of the regulations prescribes six 
items of information which must be furnished to en- 
able the Commissioner to pass on withholding require- 
ments in this respect. 


If the tax has been paid, the regulations tell what 
should be done to secure refunds of the excess. Where 
tax has been paid in excess of that due (whether paid 
directly or withheld at the source) taxpayers are re- 
quired to file Form 1040NB (Canadians) for individ- 
uals and Form 1120NB for corporations whether or 
not an income tax return for 1941 was filed. Where a 
previous return was filed the ones now required should 
be marked “Amended.” Claims for refund of over- 
payment on the basis of previously filed returns 
should be filed on Form 843. 

The regulations state that withholding agents may 
determine Canadian status by the address of the indi- 
vidual or corporation involved. If the Canadian 
recipient is merely an agent who receives such in- 
come for some one else who does not come within 
the treaty provisions, such recipient becomes a with- 
holding agent and must remit the additional 12% per 
cent to the United States Treasury. For a complete 
discussion of the treaty provisions see the article by 
Mr. Mitchell B. Carroll at page 459 herein. 


Wartime Depreciation and Related Deductions 

With the stepped-up tempo of war production, and 
the proposed confiscation of excess profits, the matter 
of the depreciation deduction on income and profits 
tax returns assumes greater importance than ever be- 
fore in tax history. Closely linked with this matter 
of depreciation are also the questions of obsolescence 
and of amortization of war facilities. 

The first thing to be decided in determining deduc- 
tions on account of wartime operations of a plant 
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is whether the respective assets comprising the plant 
are subject to depreciation, or to obsolescence, or to 
amortization under Code Sec. 124. Often, one plant 
may be affected by all three factors. 


NTIRELY new plants which have been completed 

after June 10, 1940, and which are certified as 
necessary in the interest of national defense by the Secre- 
tary of War or the Secretary of the Navy are subject 
to an election as to whether their cost should be 
written off through the channels of the regular depre- 
ciation deduction or through the amortization deduc- 
tion provided for in Code Sec. 124. Since wartime 
profits are likely to be high, and it would be desirable 
that offsetting deductions be as high as is permissible 
under the tax law, it is likely that in most cases 
the holder of a certificate would be wise to elect the 
amortization deduction. Thus, he can write off the 
entire cost of the plant, including the land if it is cov- 
ered by a certificate of necessity, over a period of either 
60 months from the time of completion of the plant or 
60 months beginning with the beginning of the first 
taxable year after completion of the plant, in the elec- 
tion of the taxpayer. 

Of course, persons have erected plants since June 
10, 1940, for which they did not and will not receive 
necessity certificates. The Government may not have 
considered them to be necessary in the interest of 
national defense, or the taxpayer failed to request the 
certificate of necessity within the time required by 
law. The law requires that the certificate be applied 
for before the latest of the following dates: Decem- 
ber 1, 1941, or six months after the beginning of con- 
struction or six months after the date of acquisition. 

There was a somewhat similar amortization provi- 
sion in prior law during and after the first World 
War, except that the decision as to whether the article 
contributed to the prosecution of the war was left to 
the Commissioner of Internal Revenue, reviewable by 
the Board and Courts. A study of some of the rulings 
and decisions on the subject under the prior law 
reveals that the following are some of the articles 
that were considered necessary to the prosecution of 
the war: 


Coal, fertilizer (because used in production of food), food 
containers, hay storage, iron and steel, machine tools, matches, 
oil pipe lines, ships and ship parts, shoes, silica brick, soda 
ash, sugar, tires, and uniforms. 


Necessity certificates also may be issued for addi- 
tions since June 10, 1940, to existing plants. In 
such case, the taxpayer could elect amortization on 
the new part of the plant and would be required to 
deduct depreciation on the old part. 

Because of the speed-up in production in nearly all 
plants due to war conditions, accelerated depreciation 
over normal depreciation in normal years may be the 


rule rather than the exception. The increase in the 
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depreciation deduction allowable during the war years 
is dependent upon the decrease in the normal useful 
life resulting from the exceptional operating condi- 
tions or use. Any modification of normal depreciation 
must be confined to items the useful lives of which 
are controlled by the factor of use or wear and tear. 
(Other abnormal conditions such as inadequacy due 
to economic changes, etc., give rise to obsolescence 
deduction rather than depreciation.) Since accelerated 
use of property is usually accompanied by an increase 
in maintenance and repair charges, accelerated depre- 
ciation is allowable only to the extent that such main- 
tenance and repair do not arrest the acceleration of 
depreciation. On the other hand, the pressure for 
increased production may be so great that the ma- 
chines can not be stopped long enough to keep them 
in proper repair. 

Lack of skilled labor and forced use of substitutes 
are other causes of accelerated depreciation. 

If the normal operation of a machine was eight 
hours a day, it does not necessarily follow that if it is 
operated 16 hours a day it will depreciate twice as 
rapidly. In one case, the Board allowed a 20 per 
cent rate on a printing plant operated 22 to 24 hours 
a day. Its normal rate when it had been operated & 
hours a day was 10 per cent. 

Present-day conditions make accelerated deprecia- 
tion inevitable. Balancing this is the Government's 
urgent need for revenue. The Commissioner prob- 
ably will allow accelerated depreciation deductions 
only after full proof of conditions, and after full in- 
quiry into each case, especially as regards the effect 
of repairs and replacements. 


ONVERSION of plants from peacetime to wartime 
operation often necessitates the scrapping of many 
items of equipment or its storage until after the war. 
Even though the equipment is stored and not 
scrapped it may be the subject of an obsolescence de- 
duction if and when it can be foreseen with reasonable 
accuracy that it will be useless at the end of a speci- 
fied term which is shorter than its normal life. For 
example, an automobile factory which manufactures 
airplanes would have to discard or store a large per- 
centage of its old equipment, including dies and pat- 
terns, which could not be converted. Doubtless there 
is the factor of obsolescence in such a case. It re- 
mains for the Commissioner to determine and disclose 


when and in what manner the obsolescence deduction 
may be availed of. 


American Bar Association 


The 65th Annual Meeting of the American Bar 
Association will be held in Detroit the week of 


August 24-27, 1942, with headquarters at the Statler 
Hotel. 
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Impact of War upon Federal Tax Structures 
[Concluded from page 485] 

federal instrumentalities have attracted the closest 

attention of Congress and the courts. 

The cost of the war program—currently estimated 
at one and a half times the annual national income— 
provides ample reason for presuming that the Federal 
Government will continue to enjoy the right of way 
in the imposition and collection of taxes. Until the 
war is won, the sheer bulk of federal war expenditures 
must force the states to yield when their revenue needs 
conflict with those of the central government. Asa 
delegate to a meeting of state officials in 1917 real- 
istically stated, “In time of war Uncle Sam has the 
right of way in taxation. If need be he can have the 
whole highway. The states and cities will bump along 
in the roadside, in the ditches, or build new roads 
through the fields.” In this war, it may be added, 
Uncle Sam has already paved large tracts of the fields 
which are bearing heavy traffic. 

Summary 

World Wars I and II have had cumulative effects 
upon the revenue structures of Canada, Australia, and 
the United States. Prior to the first World War, these 
Federal Governments relied upon customs and a mod- 
est assortment of excises. Their incursions into the 
field of direct taxation were regarded as wartime ex- 
pedients. The two Dominions, indeed, had formally 
promised to abolish their income taxes after the cessa- 
tion of hostilities. 

In the two decades of “peace” that followed Ver- 
sailles, however, it proved impossible to return to the 
financial statu quo ante bellum. The combined costs 
of paying for World War I and later preparing for 
World War II forced the central governments to in- 
crease and not lessen their tax collections. At the 
same time, the states of the three federations also 
expanded and diversified their tax systems in order to 
finance functions acquired during the depression. 
This expansion was most marked in the two North 
American nations. 

The outbreak of the second World War, then, saw 
the Federal and State Governments intensively ex- 
ploiting tax fields in common. As the costs of waging 
this war continued to mount, the central governments 
of Canada and Australia have sought to take over the 
entirety of the income tax field, completing the process 
begun in the first World War. This proposal has been 
accepted by the Canadian provinces, but has met con- 
tinued opposition in Australia. In the United States, 
forthright conflict between the Federal and State Gov- 
ernments has appeared only in restricted areas, but the 
instability of the present division of taxing authority 
becomes increasingly apparent as the magnitude of 
the war effort is reflected in federal expenditures. 
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FReserve Nou= 
your copies of the 


Robert H. Montgomery 


FEDERAL TAX 
MANUALS 


1942-43 


O be released as soon as passage of the new 
tax law in final form permits, in ample time 
for your work on returns. 


There will be three 1942-43 volumes, dealing with: 
1. Income and Deductions of Corporations 


2. Excess Profits and Other Taxes on Corporations 
(—these two presenting the full range of the Mont- 
gomery tax manual information for corporations) 


3. Taxes on Estates, Trusts, and Gifts 


HE Montgomery 

manuals give a dis- 
tinctive type of help 
available nowhere else. 
With the new tax prob- 
lems, you will find them 
of the highest value and 
importance. 


2\st Issue 
of the Montgomery 


FEDERAL TAX 
MANUALS 


Regardless of tax services used, 
these books have become a unique 
and important part of the equipment 
for tax work needed by accountants, 
lawyers, bankers, and corporation 
officers. 

On any point, the Montgomery Tax Pa 
Books for any year give the short, 
decisive final advice and recommen- 
dations to which the thousands of 
cases, rulings, and decisions in effect 
actually reduce. In one page, one 
paragraph, they give the result of 
organized research and experience 
accumulated over a period of years; 
the benefit of cross-currents, inter- 
pretations, and conclusions from 
countless cases where the author and © 
the legal and accounting experts 


associated with him have had to 
shoulder the responsibility of taking USE THIS ADVANCE 
ORDER FORM 
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ALABAMA 
Sept. 1— 
Automobile dealers’ reports due. 
Sept. 10—— 


Alcoholic beverage reports due. 

Automobile dealers’ reports due. 

Oil and gas conservation tax due. 

Tobacco use tax reports and payment due. 

Tobacco wholesalers’ and jobbers’ reports 
due. 

Sept. 15—— 

Gasoline tax reports due from carriers, 
warehouses and transporters. 

Income tax (third installment) due. 

Lubricating oils tax reports due from car- 


riers, warehouses and transporters. 
Motor carriers’ mileage tax and reports 
due. 
Sept. 20—— 


Automobile dealers’ reports due. 

Coal and iron ore mining tax reports and 
payment due. 

Gasoline tax reports and payment due. 

Lubricating oils tax and reports due. 

Motor fuel tax and reports due. 

Sales tax reports and payment due. 

Sept. 30—— 

Carbonic acid gas reports due. 

Document filing taxes—report of additional 
indebtedness due. 


ARIZONA 





Sept. 1 
Express company reports—last day to file. 
Private car company reports—last day to 

file. 

Sept.—First Monday 
Bank share tax installment due. 

Property tax (semi-annual _ installment) 
due. 

Sept. 5—— 

Alcoholic beverage licensees’ reports due. 














Gasoline tax reports and payment due. 


Gross income tax reports and payment due. 


Motor carriers’ reports and taxes due. 
Use fuel tax and reports due. 

Sept. 25—— 
Motor fuel carriers’ reports due. 
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ARKANSAS 
Sept. 9— 
Alcoholic beverage taxes and reports due. 
Sept. 10—— 
Motor fuel carriers’ reports due. 
Natural resources purchase _ statements 
due. 


Natural resources severance tax reports 
and payment due. 
Sept. 20—— 
Gross receipts tax 
due. 
Motor fuel tax and reports due. 
Use fuel tax and reports due. 


reports and payment 





CALIFORNIA 


Sept. 1—— 
Gasoline tax due. 
Sept. 15—— 
Bank and corporation franchise tax (sec- 
ond installment) due. 
Corporation income tax (second install- 
ment) due. 
Distilled spirits tax and reports due. 
Gasoline tax reports due. 
Use fuel tax reports and payment due. 
Sept. 20—— 
Beer and wine reports and taxes due. 
Motor carriers’ gross receipts tax due. 


COLORADO 
Sept. 5-— 
Motor carrier’s tax due. 
Sept. 10—— 
Motor carriers’ reports due. 
Wholesalers’ alcoholic beverage 
due. 
Sept. 14—— 
Sales tax reports and payment due. 
Use tax reports and payment due. 
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reports 











Sept. 15—— 
Coal mine owners’ reports due. 
Coal tonnage tax reports due. 
Service tax reports and payment due 
Sept. 25—— 
Gasoline tax reports and payment due. 


CONNECTICUT 

Sept. 1—— 

Gasoline tax due. 
Sept. 15—— 

Gasoline tax reports due. 
Sept. 20—— 

Alcoholic beverage tax reports and pay- 

ment due. 

Sept. 30—— 


Reports and fees due from corporations 
organized between July 1 and Dec. 31. 


DELAWARE 
Sept. 1—— 
Wilmington property taxes delinquent. 
Sept. 15—— 
Alcoholic beverage importers’ and manu- 
facturers’ reports due. 
Filling stations’ gasoline tax reports due. 
Income tax (third installment) due. 
Sept. 30—— 
Common carriers’ gasoline reports due. 
Distributors’ gasoline tax reports and pay- 
ment due. 






DISTRICT OF COLUMBIA 
Sept. 10—— 
Alcoholic beverage 
censed manufacturers, 
retailers. 


wholesalers 0! 


Beer reports due from licensed manufac- 


facturers and wholesalers. 
Sept. 15—— 
Beer tax due. 


reports due from li- 





Ee ee ee Ae 


Ne] 


Ne 
. 


Se 


Se 





ations 
st. 


nt. 
manu- 
Ss due. 


le. 
d pay- 


‘om ili- 


ers 01 


anufac- 


\ugust, 1942 
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STATE TAX CALENDAR 










Sept. 25— 
Gasoline tax reports and payment due. 
Sept. 30 
Bank gross earnings taxes due. 
Semi-annual installment of property tax— 
last day to pay. 
Semi-annual installment of public utility 
tax—last day to pay. 










































FLORIDA 





Sept. 10-—— 
Alcoholic beverage reports due from deal- 
ers and manufacturers. 
Sept. 15—— 
Alcoholic beverage reports due from car- 
riers and transporters. 
Carriers’, dealers’ and importers’ gasoline 
reports due. 
Gasoline tax reports and payment due. 
Motor vehicle fuel use tax and reports due. 
Sept. 30— 
Motor transportation company reports and 



















taxes due. 
GEORGIA 
Sept. 10—— 
Cigar and cigarette wholesale dealers’ re- 
ports due. 





Sept. 15—— 
Income tax (third installment) due. 
Malt beverage tax and reports due. 
Sept. 20 
Gasoline tax reports and payment due. 






















IDAHO 
Sept. 1—— 
Franchise license tax and statement de- 
linquent. 
Sept. 9— 


Motor carriers’ monthly statement of gross 
revenues due. 








Sept. 10-—— 
Beer dealers’ reports due. 
Sept. 15—— 
Electric power company reports and taxes 
due. 







Gasoline taxes and reports due. 
Income tax (second installment) due. 










ILLINOIS 
Sept. 1—— 
Real property tax (semi-annual install- 
ment) due. 
Sept. 10-—— 





Motor carriers’ mileage tax due. 
Sept. 15—— 
Alcoholic beverage 
file, 
Cigarette tax returns due. 
Public utility reports and taxes due. 
Sales tax reports and payment due. 
Warehousemen’s alcoholic beverage reports 
due. 
Sept. 20—— 
Gasoline tax reports and payment due. 
Oil production tax and reports due, 






reports—last day to 















Sept. 30—— 
Transporters’ gasoline tax reports due. 


INDIANA 
Sept. 15—— 
Bank and trust company intangibles tax 
reports due. 
Bank share tax reports due. 
Carriers’ gasoline tax reports due. 
Sept. 20—— 
Bank and trust company intangibles tax 
due. 
Bank share tax due. 
Building and loan association intangibles 
tax reports and payment due. 
Sept. 25—— 
Gasoline tax reports and payment due. 


IOWA 

Sept. 1—— 

Bank share tax (second installment) due. 

Property tax (second installment) due. 
Sept. 10—— 

Beer tax reports and payment due from 

class A permittees. 

Carriers’ gasoline tax reports due. 
Sept. 20—— 

Gasoline tax reports and payment due. 


KANSAS 
Sept. 10—— 
Malt beverage reports and taxes due. 
Sept. 15—— 
Carriers’ gasoline tax reports due. 
Compensating tax reports and payment 
due. 
Motor carriers’ gross ton mileage tax re- 
ports and payment due. 
Sept. 20—— 
Sales tax reports and payment due. 
Sept. 25—— 
Gasoline tax reports and payment due. 


KENTUCKY 
Sept. 1—— 
Bank deposits tax due. 
Reports of property 
due. 
Sept. 2—— 
Stored distilled spirits tax due. 
Sept. 10—— 
Amusement and entertainment tax and re- 
ports due. 
Cigarette tax reports due. 
Gasoline tax due from 
porters. 


subject to escheat 


refiners and im- 





Sept. 15—— 
Alcoholic beverage reports due. 
Motor vehicle fuel (other than gasoline) 
tax reports and payment due. 
Passenger carriers’ mileage tax due. 
Public utility gross receipts tax reports 
and payment due. 






Sept. 20—— 
Oil production tax reports and payment 
due. 
Sept. 30—— 
Dealers’ and transporters’ gasoline tax re- 
ports and payment due. 


LOUISIANA 





Sept. 1 
Wholesalers’ tobacco reports due. 
Sept. 10 
Importers’ gasoline tax reports and pay- 
ment due. 
Importers’ kerosene tax and reports due. 
Importers’ light wine and beer reports 
due. 
Importers’ lubricating oils reports due. 
Sept. 15—— 
Carriers’ gasoline tax reports due. 
Carriers’ kerosene tax reports due. 
Carriers’ light wines and beer reports due. 
Carriers’ lubricating oils reports due. 
Dealers’ and manufacturers’ intoxicating 
liquor reports due. 
Wholesalers’ tobacco tax reports due. 
Sept. 20—— 
Dealers’ and manufacturers’ light wine and 
beer reports due. 
Dealers’ gasoline tax reports and payment 
due. 
Dealers’ kerosene tax reports and payment 
due. 








Dealers’ lubricating oils tax reports and 
payment due. 

Fuel use tax and reports due. 

New Orleans sales tax reports and pay- 
ment due. 

Petroleum solvents reports due. 


MAINE 
Sept. 1—— 
Franchise tax due. 
Sept. 10—— 


Manufacturers’ and wholesalers’ malt bev- 
erage reports due. 
Sept. 15—— 
Railroad and street railroad tax (install- 
ment) due. 
Use fuel tax and reports due. 
Sept. 30—— 
Gasoline tax and reports due. 


MARYLAND 

Sept. 10—— 

Admissions tax payment due. 
Sept. 15—— 

Income tax (third installment) due. 
Sept. 30—— 

Beer tax reports and payment due. 
Gasoline tax reports and payment due. 















































































































































































































































































































































Purchasers of cargo lots of of motor fuels 
—reports due. 
State property tax (locally assessed) due. 


MASSACHUSETTS 
Sept. 10—— 
Alcoholic beverage tax reports and pay- 
ment due. 
Meals tax and reports due. 
Sept. 15—— 
Cigarette distributors’ 
payment due. 
Sept. 30 
Gasoline tax reports and payment due. 


tax reports and 





MICHIGAN 
Sept. 1—— 
Gas and oil severance tax reports and pay- 
ment due. 
Sept. 5—— 
Carriers’ gasoline tax reports due. 
Sept. 10—— 
Common and contract carriers’ fees and re- 
ports due. 
Sept. 15— 
Sales tax reports and payment due. 
Use tax reports and payment due. 
Sept. 20—— 
Distributors’ gasoline tax reports and pay- 
ment due. 
Gas and oil severance tax reports and pay- 
ment delinquent. 


MINNESOTA 


Sept. 1—— 
Railroads’ gross earnings tax (semi-annual 
installment) due. 
Sept. 10—— 
Alcoholic beverage reports due from brew- 
ers, manufacturers and wholesalers. 
Sept. 15—— 
Income tax (second installment) due. 
Income tax (third installment) due where 
tax over $30. 
Interstate motor carriers’ mileage tax due. 
Sept. 25—— 
Distributors’ gasoline tax and reports due. 
Special use fuel tax and reports due. 


MISSISSIPPI 
Sept. 5—— 
Factory reports due. 
Sept. 10—— 


Admissions taxes and reports due. 
Sept. 15—— 
Gasoline tax reports and payment due. 
Income tax (third installment) due. 
Light wines and beer reports due from dis- 
tributors, retailers and wholesalers. 







































































Sales tax reports and payment due. 
Timber severance tax and reports due. 
Tobacco reports due from distributors, 
manufacturers and wholesalers. 
Use tax reports and payment due. 
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STATE TAX CALENDAR 


MISSOURI 


Sept. 1—— 


Property tax on franchises due from 
bridge, electric power and light, ex- 


press, oil pipe line, private car, railroad, 
telephone, 


street car, telegraph, 
transmission companies. 


and 





Sept. 5—— 

Non-intoxicating beer permittees’ reports 

due. 

Sept. 15—— 

Gasoline tax reports due. 

Retail sales tax reports and payment due. 
Sept. 25—— 

Gasoline tax due. 

Use fuel tax and reports due. 


MONTANA 
Sept. 15—— 
Brewers’ and liquor wholesalers’ tax re- 
ports and payment due. 
Electric company reports and taxes due. 
Gasoline tax reports and payment due. 
Sept. 20—— 
Dealers’, producers’, refiners’ and trans- 
porters’ crude petroleum reports due. 
Sept. 30—— 
Last day to pay express company taxes. 









NEBRASKA 
Sept. 1 
Real property tax (second installment) 
due. 
Sept. 15—— 


Alcoholic beverage reports due from manu- 
facturers and wholesale distributors. 

Gasoline tax reports and payment due. 

Imitation butter reports and taxes due. 


NEVADA 
Sept. 15—— 
Carriers’ gasoline tax reports due. 
Sept. 25—— 
Dealers’ gasoline tax reports and payment 
due. 
Fuel users’ tax reports and payment due. 


NEW HAMPSHIRE 
Sept. 1—— 
Gasoline tax due. 
Sept. 10—— 
Alcoholic beverage reports and taxes due. 
Sept. 15—— 
Gasoline tax reports due. 







NEW JERSEY 
Sept. 1—— 
Domestic life insurance company taxes 
due. 
Property statements and second tax in- 
stallment due from public utilities using 
the streets. 
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Sept. 10—— 

Excise taxes and reports due from inter- 
state busses. 

Gross receipts taxes and reports due from 
busses and jitneys in municipalities. 

Sept. 15—— 

Alcoholic beverage taxes and reports due 
from distributors, importers, manufac- 
turers, transporters, and warehousemen. 

Sept. 20—— 

Alcoholic beverage taxes and reports due 
from retail consumption and retail dis- 
tribution licensees. 

Sept. 30—— 

Carriers’ gasoline tax reports due. 

Distributors’ gasoline tax reports and pay- 
ment due. 


NEW MEXICO 
Sept. 1—— 
Express company tax reports due. 
Sept. 15—— 
Occupational gross income tax reports and 
payment due. 
Oil and gas conservation tax reports due. 
Severance taxes and reports due. 
Sept. 20—— 
Motor carriers’ reports and taxes due. 





Sept. 25—— 
Gasoline tax reports and payment due 
Use or compensating tax reports and pay- 
ment due. 


NEW YORK 
Sept. 1—— 
Bank income tax reports and payment due. 
Sept. 20—— 
Alcoholic beverage taxes and reports due. 
Sept. 25—— 
New York City conduit company taxes and 
reports due, 
New York City public utility excise tax 
returns and payment due, 
Sept. 30—— 
Gasoline tax reports and payment due. 


NORTH CAROLINA 
Sept. 10—— 
Carriers’ gasoline tax reports due. 
Railroads’ alcoholic beverage reports due. 
Sept. 15—— 
Income tax (second installment) due. 
Sales tax reports and payment due. 
Spirituous liquor tax due. 
Use tax reports and payment due. 
Sept. 20—— 
Franchise carriers’ 
and taxes due. 
Gasoline tax reports and payment due. 


and haulers’ reports 





NORTH DAKOTA 


Sept. 15—— 
Alcoholic beverage transactions tax reports 
and payment due. 

Gasoline tax reports and payment due. 

Income tax (third installment) due. 

Interstate motor carriers’ taxes due. 










Aug 


Se 
Se 


Se 





inter- 


from 
3 


S due 
nufac- 
emen, 


S due 
1 dis- 


1 pay- 


fs and 


due. 


it due. 
fs due. 
es and 


se tax 


ue. 


ts due. 


e. 


reports 


due. 


reports 





August, 1942 


OHIO 
Sept. 1—— 
Railroad, street, suburban and interurban 
railroad excise tax returns due. 
Sept. 10—— 
Admissions tax reports and payment due. 
Alcoholic beverage tax reports due from 
class A and B permittees. 
Sept. 15—— 
Use tax on cigarettes due with reports. 
Sept. 20—— 
Dealers’ gasoline tax reports due. 
Grain handling tax (semi-annual install- 
ment) due. 
Tangible and intangible personal property 
tax (semi-annual installment) due. 
Tangible personal property tax on inter- 
county corporations due. 
Sept. 30 
Carriers’ gasoline tax reports due. 
Gasoline tax due. 












OKLAHOMA 
Sept. 1—— 
Oil, gas and mineral gross production taxes 
and reports due. 


Sept. 5—— 
Operators’ reports of mines other than coal 
due. 
Sept. 10-—— 
Airports’ gross receipts tax reports and 
taxes due. 
Alcoholic beverage reports and payment 
due. 


Sept. 15—— 
Carriers’ gasoline tax reports due. 
Gasoline tax reports and payment due. 
Income tax (second installment) due. 
Sales tax reports and payment due. 

Sept. 20—— 
Carriers’ use fuel tax reports due. 
Coal mine operators’ reports due. 
Use fuel oil tax reports and payment due. 
Use tax reports and payment due. 





OREGON 
Sept. 10 
Oil production tax reports and payment 
due. 
Sept. 20—— 
Alcoholic beverage tax reports and pay- 
ment due. 


Gasoline tax reports and payment due. 
Motor carriers’ reports and taxes due. 


PENNSYLVANIA 
Sept. 1—— 
Mercantile license taxes due. 
Sept. 10—— 

Malt beverage reports due. 

Spirituous and vinous liquor reports due 
from importers. 

Sept. 15—— 

Employers’ returns of tax withheld at 
source due under Philadelphia income 
tax law. 

Manufacturers’ alcoholic beverage tax re- 
ports and payment due. 

Philadelphia income tax 
ment) due. 

Sept. 30-—— 
Gasoline tax reports and payment due. 


(third install- 
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RHODE ISLAND 
Sept. 1— 
Corporate excess tax due. 
Franchise tax due. 
Sept. 10—— 
Manufacturers’ alcoholic beverage reports 
due. 
Sept. 15—— 
Gasoline distributors’ tax reports and pay- 
ment due. 


SOUTH CAROLINA 
Sept. 10—— 
Admissions tax reports and payment due. 
Beer and wine wholesalers’ reports due. 
Power tax returns and tax payment—last 
day to file. 
Sept. 15— 
Property tax (installment) due. 
Sept. 20—— 
Dealers’ fuel oil reports due. 
Gasoline tax reports and payment due. 
Use fuel oil tax and returns due. 


SOUTH DAKOTA 
Sept. 1—— 
Passenger motor carriers’ taxes due. 
Rural electric companies’ utility tax due. 
Sept. 15—— 
Alcoholic beverage sales reports due. 
Carriers’ gasoline tax reports due. 
Carriers’ use fuel tax reports due. 
Dealers’ gasoline tax reports due. 
Sales tax and reports due. 
Use fuel tax and reports due. 
Use tax and reports due. 


Sept. 30—— 
Income tax (second installment) due. 


TENNESSEE 





Sept. 1 


Building and loan association license tax 


reports and payment due. 
Cottonseed oil mills’ 
month. 





Sept. 10—— 


Alcoholic beverage tax reports—last day 


to file. 
Barrel beer tax due. 
Carriers’ gasoline tax reports due. 
Cigarette distributors’ reports due. 
Sept. 15—— 
Carriers’ use fuel tax reports due, 
Use fuel tax reports due. 


Sept. 20—— 


Distributors’ gasoline tax reports and pay- 


ment due. 
Liquid carbonic acid gas tax due, 





Sept. 20 


reports due during 







TEXAS 


Sept. 1—— 


Transportation agents’ tax due. 


Sept. 15—— 


Motor carriers’ special fees due. 
Oleomargarine dealers’ reports and taxes 
due. 





Carriers’ motor fuel tax reports due. 

Liquified gas and liquid fuel tax and re- 
ports due, 

Motor fuel tax and reports due. 



























































Sept. 25—— 


Carbon black production tax reports and 
payment due. 

Natural gas production tax reports and 
payment due. 

Oil production tax reports and payment 
due. 

Theatres’ prizes and awards taxes and re- 
ports due. 


UTAH 


Sept. 10—— 


Carriers’ gasoline tax reports due. 
Carriers’ use fuel tax reports due. 
Liquor licensees’ reports due. 


Sept. 15—— 


Distributors’ and retailers’ 
reports and payment due. 

Excise (income) tax (third installment) 
due. 

Sales tax returns and payment due. 

Use fuel tax and reports due. 

Use tax returns and payment due. 


gasoline tax 


VERMONT 
Sept. 10—— 
Alcoholic beverage tax reports and pay- 
ment due. 
Property taxes payable in installments 
due. 
Sept. 15—— 
Corporation income tax (third installment) 
due. 


Electric light and power company reports 
and taxes due. 

Express and telegraph company taxes due. 

Personal income tax (third installment) 
due. 

Railroad property tax reports due. 

Sept. 30—— 
Gasoline tax reports and payment due. 


VIRGINIA 


Sept. 10—— 
Beer dealers’, bottlers’ and manufacturers’ 
reports due. 
Sept. 20—— 
Carriers’ gasoline tax reports due. 
Gasoline tax reports and payment due. 
Use fuel tax and reports due. 


WASHINGTON 
Sept. 10—— 
Brewers’ and manufacturers’ malt prod- 
ucts reports due. 
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FEDERAL TAX CALENDAR 













Aug 


The 


the 
the 
for 
Sept. 15— Domestic corporations (business and rec- Nonresident foreign corporation income ; 
Admissions tax reports and payment due. ords abroad or principal income from tax return due for fiscal year ended viol 
Butter substitutes reports and taxes due. U. S. possessions)—returns due for fiscal March 31, Form 1120NB. ante 
Carriers’ gasoline tax reports due. year ended March 31, by general exten- Partnership return of income due for fiscal a 
Gasoline tax reports and payment due. sion, with interest at 6% from June 15 year ended June 30. Form 1065. kno 


Gross income tax returns and payment 


on the first installment, Forms 1120 and 


Resident foreign corporations—returns due 






























































due. 1121. ape 1 
Public utility gross operating tax reports Entire income-excess profits taxes or first pepe BE man yy aR be + aa . 
and payment due. quarterly installment due on returns for . J — ei to 1 
Sales tax reports and payment due. fiscal year ended June 30. Forms 1040, Second quarterly income-excess profits tax | 
Use fuel tax and reports due. 1040A, 1041, 1120, 1121, 1120H, 1120L. payment due for fiscal year ended March ant 
Use tax reports and payment due. Entire income tax or first quarterly install- 31. Forms 1040, 1040A, 1041, 1120, 1120H, ma: 
Sept. 30 ment due on returns of nonresidents for 1120L, 1121. 
Storage warehousemen’s reports and taxes fiscal year ended March 31. Forms Second quarterly income tax payment due sol 
due. 1040B, 1040NB, 1040NB-a, 1120NB. on returns of nonresidents for calendar 
Fiduciary income tax return due for fiscal year ended December 31, 1941. Forms to 
WEST VIRGINIA year ended June 30. Form 1041. 1140B, 1120H, 1120L, 1120NB. issi 
oe ara iil : : Foreign corporations—see ‘‘Nonresident Stockbrokers’ monthly return of stamp ac- : 
coholic beverage tax reports and pay- foreign corporations’’ and ‘‘Resident for- count due for August. Form 838, mil 
ment due. eign corporations’ below 
Sept. 15 : Third quarterly income-excess profits tax pre 
Sales tax reports and payment due. Foreign partnership return of income due payment due for calendar year ended 
Sept. 30 by general extension for fiscal year end- December 31, 1941. Forms 1040, 1049A, 
Gasoline tax reports and payment due. ed March 31, Form 1065. 1041, 1120, 1120H, 1120L, 1121. Re 
Individual income tax return due for fiscal Sept. 20 € 
= ded June 30. Form 1040. ~— : 
WISCONSIN vo Monthly information return of ownership to 
Sept. 10—— Individual income tax returns due by gen- certificates and income tax to be paid at S 
Alcoholic beverage tax reports due. eral extension for fiscal year ended March source on bonds due for August. Form u 
Oleomargarine tax reports and payment 31, in case of American citizens abroad. 1012. ha: 
due. Forms 1040 and 1040A. . 
Tobacco products tax returns due. Last quarterly income-excess profits tax Sept. 30 : ot 
Sept. 20—— payment due for fiscal year ended Sep- Admissions, dues and safety deposit box 
Gasoline and diesel fuel tax reports and tember 30, 1941. Forms 1040, 1041, 1120, rentals tax due for August, Form 729. an 
payment due. 1120H, 1120L, 1121. Excise taxes on gasoline, lubricating oils, wl 
Sept. 30 , Last quarterly income tax payment due and matches, due for August. Form 726. 
Privilege dividend tax and returns due. on returns of nonresidents for fiscal year Excise taxes on sales by manufacturers, en 
ended June 30, 1941. Forms 1040B, producers, or importers due for August. 
WYOMING 1040NB, 1040NB-a, 1120NB. Form 728. or 
Sept. 10—— . Excise taxes on telegraph and telephone | 
: : Life insurance company income tax returns : nc 
_ Carr iers’ gasoline tax reports due. due for fisal year ended June 30. Form facilities, transportation of oil by pipe 
— — - 1120L line, and passenger transportation due pc 
ealers’ gas ; ’ : 72 
gasoline tax reports due Monthly information return of stockhold- for August. Form 727. ‘ : ur 
Sales tax and reports due. » oils 
d direct e ff Processing taxes on certain vegetable oils 
Use tax and reports due ers an rectors of foreign personal ns 
, : holding companies due for August. Form due for August, Form 932. le 
Wholesalers’ gasoline tax and reports due. ’ , 
Sept. 20—— 957. Retail dealers’ excise tax and returns due th 
Motor carriers’ tax and reports due. Nonresident alien individual income tax for August on jewelry, furs and toilet 
return due (business or office in U. S.) preparations, Form 728a. th 
for fiscal year ended March 31. Form Sugar (manufactured) tax due for August. . 
FEDERAL TAX CALENDAR 1040B. Form 1 (Sugar). U 
Sept. 15-— Nonresident alien individual income tax Tax on bowling alleys, billiard and pool tk 
Corporation income tax and excess profits return due (no U. S. business or office) rooms and coin-operated amusement and ; 
tax returns due for fiscal year ended for fiscal year ended March 31. Forms gaming devices due for August, if lia- Vi 
June 30, Forms 1120 and 1121. 1040NB, 1040NB-a. bility incurred. Form 11B. Cc 
C 
Ci 
° ° ° e 
Calendar of 1942 Legislative Sessions ; 
) 
State Convened Adjourned State Convened Adjourned le 
Arizona (1st Sp.) Apr. 6 Apr. 25 Michigan (2d Sp.)... Feb. 9 Feb. 27 
California (2d Sp.) Jan. 17 Jan. 18 Mississippi te § Mar. 23 V 
Kentucky Jan. 6 Mar. 3 New Jersey pe 
Kentucky (1st Sp.) Mar. 5 Apr. 8 New York .. Jan. Apr. 24 P 
7 : U 
Louisiana May 11 July 9 Pennsylvania (1st Sp.)... Feb. Apr. 
. . T 
Maine (Ist Sp.) Jan. 12 Jan. Rhode Island ; .. Jan. Apr. 


nage ' I 
Massachusetts (1st Sp.)... Jan. 26 Jan. South Carolina Jan. Mar. | 


Michigan (1st Sp.) Jan. 9 Jan. Virginia Jan. 1 Mar. 
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The Supreme Court Is Supreme 


[Concluded from page 491] 
the future as at present have the right to appeal to 
the courts, with the Supreme Court as final arbiter, 
jor redress in the face of legislative or administrative 
violation of the personal rights of citizens now guar- 
anteed by the Constitution. These human rights 
know no age or era and must ever be inalienable. 


The Supreme Court should be divested of the power 
to invalidate any other legislation. A proper revision 
and clarification of the Constitution will eliminate 
many of the problems which the court has had to re- 
solve in the past. But questions will always arise as 
to whether Congress is exceeding its power. Such 
issues must be settled before the legislation is sub- 
mitted to the President for approval. As in health, 
prevention is better than cure. 


In 1787, a proposal was made to have a Council of 
Revision composed of judges, sit as an advisory board 
to advise and pass upon the validity of legislation. 
Such a plan may well meet our needs today. We have 
had the legislative experience which the Convention 
of 1787 lacked. In planning the details as to personnel 
and procedure of such a council, we must decide 
whether members shall have life tenure and independ- 
ence or shall be elected and responsive to the people, 
or perhaps a combination of both. This proposal is of 
no value if the Council merely inherits the supreme 
power of the present court of nullifying legislation, 
unless Congress has an opportunity of passing the 
legislation over the Council’s objections by a two- 
thirds or a three-fourths majority. We must assume 
that if a majority of two-thirds or three-fourths of 
Congress approve legislation, that such approval is 
the will of the people and is almost tantamount to the 
vote required to amend the Constitution. Such a 
council’s most important service will be to advise 
Congress before rather than after the act, as to the 
constitutionality of legislation. In that way, the Gov- 
ernment can proceed on safe ground, plan its future 
based on the assurance that legislation will not be 
later upset as it is today by the Supreme Court. 

Democracy needs keen watching today. While 
warding off external attack, we must not neglect the 
internal defects which so materially weaken the whole 
structure. We cannot continue helplessly floundering 
under a vague and antiquated Constitution. We can- 
not supplant the will of the people with the supreme 
power of our highest court, the members of which are 
beyond effective rebuke. Whether its members are 
liberal or reactionary, the Supreme Court wields the 
power of a monarch, capable of wrecking or sustaining 
the Government’s most important policies by a doubt- 
ful interpretation of equivocal phrases. The expressed 


THE SUPREME COURT IS SUPREME 
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provisions of the Constitution are supplemented by the 
views of the court. 

We have seen the court reverse its decisions on Con- 
stitutional questions and on the evidence of one of its 
own colleagues, attempt to legislate. It is true, as 
Aeschylus recognized almost twenty-five hundred 
years ago that 

“Laws oft will change, and in one state 

“What’s right today is wrong tomorrow.” 
But in a democracy, the change is effected by the peo- 
ple, not by a supreme ruler without the “consent of 
the governed.” We should not be apathetic be- 
cause the members of the court are liberal-minded 
today. The personnel of the court is subject to change 
without notice. A monarchy is still despotic though 
the reigning ruler be benevolent. 

We have lost our bearings in our long march to the 
goal of true democracy. If we recover some of the 
power which the Supreme Court has usurped, we may 
still be far from the ideal, but we shall certainly have 
narrowed the distance. 
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Appellate and Lower Courts 


Deductions—Expense of Suit to Annul Settlement Agree- 
ment.—Taxpayer as trustee of an estate made a settlement 
with the beneficiaries and successor trustee for alleged mis- 
management of the trust. Thereafter he instituted suit to set 
aside the settlement. He claimed the right to deduct in his 
1934 return the legal and other expenses incurred in the suit. 
The court affirms the Board decision, based on the foregoing 
facts, that such outlays were not deductible as a business 
expense. 

Affirming Board of Tax Appeals decision, 41 BTA 1037, 
CCH Dec. 11,087, reported at 403 CCH { 7287.—CCA-2, in 
Kerwin H. Fulton v. Guy T. Helvering, Commissioner of Internal 
Revenue. No. 81. October Term, 1941. 42-2 ustc § 9541. 

Foreign Corporations—Office or Place of Business within 
United States.—Decision of the Board of Tax Appeals is 
affirmed on the authority of Linen Thread Co., Ltd., v. Com., 
42-1 ustc § 9477. The Board had held that the taxpayer, a 
Swedish corporation with its principal office in Stockholm 
and engaged in manufacturing centrifugal machines, did not 
have an “office or place of business” within the United States 
and was not entitled to the 85% credit for dividends received 
from domestic corporations allowed resident foreign corpo- 
rations under Sec. 231 (b), 1936 Act. Taxpayer’s entire in- 
come from sources within the United States consisted of 
dividends received from stock in two domestic corporations. 
It had no offices in the United States but subleased one room 
of a suite occupied by one of the domestic companies (85% 
of the stock of which was owned by the taxpayer). The 
secretary to the president of the domestic company occupied 
the room and in addition to her duties in that capacity was 
employed by taxpayer to receive and deposit dividend checks, 
forward mail and maintain records of receipts, deposits and 
withdrawals. 

Affirming Board of Tax Appeals decision, 45 BTA 243, 
CCH Dec. 12,096, reported at 423 CCH J 7018—CCA-2, in 
Aktiebolaget Separator v. Commissioner of Internal Revenue. 
No. 272. October Term, 1941. 42-2 ustc J 9542. 


Iowa Property Taxes—Deductibility—Under Iowa law, the 
lien of 1935 real estate taxes attached to the property in 
September, 1935, when the levy was made. As between vendor 
and vendee, in a sale after the date of the levy, the vendor 
is liable for the tax. Here a vendee who bought land Decem- 
ber 28, 1935, cannot deduct (in its 1936 return) taxes for 1935 
which were paid by it in 1936. 

Reversing Board of Tax Appeals decision, 44 BTA 121, 
CCH Dec. 11,748, reported at 413 CCH { 7348.—CCA-8, in 
Guy T. Helvering, Commissioner of Internal Revenue v. Johnson 
Realty Co. No. 12,209. May Term, 1942. 42-2 ustc § 9537. 
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Liquor Taxes—Suit to Restrain Assessment.—Suit to en- 
join the Collector from taking any steps, by distraint or other- 
wise, to enforce collection of a tax on distilled spirits is 
dismissed, as not permissible under Sec. 3224, Revised Statutes 


(Sec. 3653 (a) of the Code). The tax involved is not in 
substance a penalty in the nature of a punishment and no 
extraordinary circumstances are shown when the taxpayer 
merely denies any interest in the manufacture of distilled 
spirits, thus claiming no liability for the tax. Such an issue 
of fact can be determined only in a suit for refund. 

Reversing District Court decision, 41-2 ustc J 9693, reported 
at 424 CCH {§ 9018 —CCA-10, in William H. Burke, Collector 
of Internal Revenue, Dist. of Kansas v. Quincy and Ila Mingori. 
No. 2472. May Term, 1942. 


Reorganization—Exchange of Bonds as an Assumption 
of Indebtedness.—In a reorganization under Sec. 77B, Bank- 
ruptcy Act, a new corporation acquired substantially all of the 
properties of the old and bondholders of the latter company 
exchanged past due bonds for new bonds of the successor 
corporation. It is held that by issuing its bonds for those 
of the old company, the new company “assumed” the liability 
of the old company within the meaning of Sec. 112 (g) (1) 
(B), 1936 Act, as amended by Sec. 213, 1939 Act. Hence, 
there was a reorganization, for tax purposes, and taxable gain 
was not realized in an exchange of preferred stock of the old 
company for new second preferred stock, new common, and 
new first preferred stock purchase rights. 

Affirming Board of Tax Appeals decision on this issue, 43 
BTA 563, CCH Dec. 11,646, reported at 413 CCH { 7246— 
CCA-2, in Guy T. Helvering, Commissioner of Internal Revenue 
v. Harden F. Taylor et al. No. 275. October Term, 1941. 
42-2 ustc J 9547. 


Stamp Tax—Relinquishment of Mortgage Debt—Reconvey- 
ance—F oreclosure.—In non-foreclosure cases where the mort- 
gagor (or a subsequent owner) conveyed back to the mortgagee, 
and mortgagee treated the mortgage debt as no longer en- 
forceable as against the mortgagor, although attempting to 
keep alive the mortgage lien for use in future sales of the 
property, the relinquishment as well as any additional part 
of the consideration paid in cash is taxable under Sec. 725, 
1932 Act. Therefore, in such a transaction the stamp tax is 
properly computed not only upon the cash consideration paid 
to the mortgagor (or other grantor) by the mortgagee, but 
also upon the amount of the mortgage debt which was extin- 
guished or relinquished by the transaction. 

The Commissioner correctly based the stamp tax on the 
bid price of certain property to the referee in bankruptcy, 
plus additional sums paid by taxpayer in foreclosure, as 
purchaser, for court costs and tax liens on the land, as required 
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by the foreclosure decree.-—DC, SD, NY, in Railroad Federal 
Savings and Loan Assn. v. United States. Civil No. 7-151. 42-2 
ustc J 9535. 

Stock Dividends—Taxability—Stock dividends of common 
shares received by taxpayer in 1939 upon stock which she 
owned of exactly the same class and kind, there being no other 
or different stock outstanding, were not income to the extent 
of their value. 

Affirming Board of Tax Appeals memorandum decision, 
CCH Dec. 12,433-D, reported at 423 CCH { 7433-D.—CCA-2, 
in Commissioner of Internal Revenue v. Sylvie R. Griffiths. No 
345. October Term, 1941. 42-2 ustc { 9534. 


Board of Tax Appeals 


Bad Debt Deduction—Worthless Bonds—Determination.— 
Taxpayer acquired bonds issued by the R Coal Co., which 
he later transferred to a business trust owned and operated 
by himself and members of his immediate family. Negotia- 
tions were entered into in 1931 to dispose of certain properties 
of the R Coal Co. In 1932 taxpayer received the bonds of 
the R Coal Co. back from the business trust to which he 
had transferred them, together with other securities, in satis- 
faction of an indebtedness of the trust to him. In 1936 or 
1937, the company operating the coal mining properties to 
which the railroad right-of-way owned by the R Coal Co. led, 
as well as the corporation operating the railroad thereon were 
placed in receivership. Taxpayer sought to deduct the bonds 
of the R Coal Co. as a bad debt on his 1938 return because 
he ascertained that they were worthless in that year. The 
3oard holds that there was no evidence that the bonds had 
any value after 1931, and allowance of the deduction for 1938 
is denied.—Tom L. Green v. Commissioner, CCH Dec. 12,559-D;. 
Docket 108625. Memorandum opinion. 


Capital Gains and Losses—Futures Transactions—Hedges 
—Deduction of Commissions.—Taxpayer is an individual and 
was in the years involved engaged in the growing and selling 
of barley, cotton, and wheat. During these years he entered 
into certain futures contracts on the Chicago Grain Exchange 
for sales and purchases of corn, rye, cotton, and wheat. 
Certain of these purchase contracts were offset at a profit 
by sales contracts. Certain others resulted in losses. Tax- 
payer was not a dealer. The Board holds on the facts that 
certain of the transactions were hedging transactions the 
resultant losses from which are deductible in full, and that 
other losses did not result from hedging transactions, and 
therefore were capital losses. The Board also holds that sell- 
ing commissions paid to brokers on all futures transactions 
are additional cost and may not be deducted as expenses, 
following Spreckles v. Helvering, 42-1 ustc J 9345.—Kenneth S. 
Battelle v. Commissioner; Estate of Esther C. Battelle, Deceased, 
Kenneth S. Battelle, Admr., and K. S. Battelle v. Commissioner, 
CCH Dec. 12,557; Dockets 104655, 104656. 47 BTA —, No. 20. 


_ Capital Gains and Losses—Insurance Policies.—Petitioner 
is not subject to income and excess profits taxes in 1939 on 
the recovery of French “patent” taxes deducted on its income 
tax returns in 1930, 1931, and 1932, where the deductions did 
not result in a tax benefit to petitioner in such prior years 
because it had no net income against which to offset the tax 
deductions.—United States Lines Operations, Inc. v. Commis- 
stoner, CCH Dec. 12,545-E; Docket 106859. Memorandum 
opinion. 

Capital Stock Tax—Declared Value.—Taxpayer filed a de- 
linquent capital stock tax return for the fiscal year ending 
June 30, 1938 on August 31, 1939, wherein the declared value 
of its capital stock was written in as “none.” On November 
29, 1939, taxpayer filed a second capital stock tax return for 
the fiscal year ending June 30, 1938 on which the declared 
value of its capital stock was stated to be $52,500. The Com- 
missioner refused to accept the return filed in November as 
the first return of taxpayer, who contends that the return 
fled in August was a nullity because the correct word to 
declare an absence of value is “zero.” The Board holds that 
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the return filed in August was taxpayer’s first return and it 
is bound by the declaration of no value therein.—Loeb’s Insur- 
ance Agency Co. v. Commissioner, CCH Dec. 12,541-A; Docket 
109050. Memorandum opinion. 

Expenses—Settlement of Liability—Deductions.—Taxpayer 
is a personal holding company engaged in the real estate and 
investment business. In 1929 taxpayer acquired stock in the 
National Assets Corporation, which corporation requested 
Martin, the husband of taxpayer’s president and principal 
stockholder, to act as a director thereof. A suit was started 
against the former officers and directors of National Assets 
Corporation, to which Martin was made a party. He was 
subsequently found guilty of neglect of duty as a director of 
said corporation. Taxpayer paid Martin’s liability under that 
suit and deducted the sum so paid, together with the fee of 
the attorney who represented Martin, as an ordinary and 
necessary expense of its business. The Board holds that 
there was no agreement between Martin and the taxpayer to 
save him harmless with respect to his service as a director, 
that there was no corporate action authorizing the assumption 
of the liability, that taxpayer’s business was not affected by 
the law suit and hence the understanding between Martin and 
his wife does not give rise to a legal liability on the part of 
taxpayer.—Kenelm Corp. v. Commissioner, CCH Dec. 12,541-B; 
Docket 107315. Memorandum opinion. 


Government Benefit Payments—Gross Income.—Taxpayer 
was engaged in the operation of a cattle ranch. The ranch 
comprised property owned by taxpayer and property leased 
from the State of Arizona and from the United States under 
grazing leases. In 1937 and 1438, taxpayer made certain 
improvements on its land in the way of dams, wells, fences, 
etc., on account of which it received payments from the Fed- 
eral Government under the Soil Conservation and Domestic 
Allotment Act. Taxpayer carried the cost of the improve- 
ments on its books as a capital item and treated the amounts 
received from the Government as credits to capital surplus 
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which it failed to include in its returns for 1937 and 1938 as 
gross income. The Board holds that the payments were 
benefit payments for carrying out approved range improve- 
ment practices under the Soil Conservation and Domestic 
Allotment Act, and, in the absence of any statutory provision 
of tax exemption, are includible in gross income.—Baboquivari 
Cattle Co. v. Commissioner, CCH Dec. 12,558; Docket 103848. 
47 BTA —, No. 21. 

Oil-Well Drilling Expense — Loss — Deductibility. — Tax- 
payer was engaged in the business of drilling oil wells and 
producing oil. In 1927 taxpayer acquired a lease covering 
four lots in Kern County, California, from the United States 
Government. Three wells were drilled on the property, but 
in 1929 taxpayer determined that the lease was not profitable 
and obtained permission from the Department of the Interior 
to suspend operations. The wells were not plugged with 
cement and taxpayer left various equipment at the wells. In 
1937 one Johnson sought a sublease to the shallow sands on 
all the lots and after various negotiations the sublease was 
given. ‘Taxpayer, in those negotiations surrendered its in- 
terest in one of the lots for the interests of others in the other 
three lots, and in that connection relinquished the right to 
recover for its costs in drilling the well situated on the lot in 
which it had surrendered its interest. Taxpayer sought to 
deduct its unrecovered expenditures in connection with the 
three wells as a loss in its 1937 income tax return. The Board 
holds that there was no evidence of abandonment of the 
wells and no evidence of total loss to justify the deduction 
claimed.—E-xeter Oil Co., Ltd. v.. Commissioner, CCH Dec. 
12,559-E; Docket 103619. Memorandum opinion. 

Processing Tax Refunds—When Gross Income Reported.— 
(1) In 1939, petitioner received a refund of processing taxes 
which it had reported and deducted from its 1935 income tax 
return but which did not serve to reduce its taxable income 
for that year. In the same year petitioner received a refund 
of processing taxes for 1933 which taxes were deducted from 
petitioner’s gross income for that year and offset taxable 
income. Petitioner contends that the refund received in 1939 
is not taxable income because it sustained a net loss in 1935 
in excess of the deduction for processing taxes taken in that 
year. The Board holds that the refund of the 1935 processing 
taxes is not to be included in petitioner’s 1939 gross income 
because the deductions did not offset taxable income but that 
the refund of the 1933 processing taxes was income to peti- 
tioner in 1939. 

(2) Petitioner alleged that the Commissioner in settling 
petitioner’s 1933 and 1935 income taxes agreed that there 
would be no further tax liability for those years. Petitioner 
having received a refund of processing taxes in 1939, which 
taxes were deducted on petitioner’s 1933 return and which 
taxes offset taxable income, now contends that the Commis- 
sioner is estopped from applying such refund to petitioner’s 
1939 income. The Board holds that Commissioner’s agree- 
ment only applied to the 1933 and 1935 returns and the agree- 
ment has no bearing on the 1939 return.—Postex Cotton Mills 
v. Commissioner, CCH Dec. 12,533-E; Docket 107294. Memo- 
randum opinion. 

Tax Refund to Partnership—Gross Income.—In 1934 a 
partnership, after paying and deducting certain federal stamp 
taxes, had a net income of over $700,000. The taxpayers, 
members of the partnership, paid no income tax in that year 
although each had a net income. In 1938 the partnership 
received a refund of the stamp taxes deducted in 1934. The 
Board holds that the partners must include in gross income 
for 1938 their entire distributive shares of the partnership net 
income, which necessarily included the refunded taxes, although 
the partners would have paid no tax in 1934 even if the 
deductions for stamp taxes had not been taken by the part- 
nership. “The tax benefit theory, if applicable, should be 
employed to determine whether the partnership received an 
offset of income by virtue of the payment of stamp taxes. 
Since the partnership had a net income in 1934, there 
can be no question that it did.” The tax benefit rule, then, 
may not be invoked with respect to the partnership, nor may 
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it be tested by the final tax benefit accruing to the individual 
partners. Their income from the partnership was reduced by 
reason of the partnership availing itself of the deduction and 
that is sufficient to sustain the Commissioner’s determination 
of a deficiency because of failure to include the distributive 
shares of the refunds.—Robert A. Haughey v. Commissioner; 
Roger D. Mellick and Catherine G. Mellick v. Commissioner, 
CCH Dec. 12,542; Dockets 106284, 106285. 47 BTA —, No. 1. 
Worthless Stock Loss—Deductibility—A construction com- 
pany was organized in 1932 but was never very successful, 
From 1934 on it had operating losses and diminishing assets, 
Although most of the bridge building equipment of the 
company was sold prior to 1937, at the end of 1936 it still 
had machinery and equipment on hand, was still trying to 
obtain contracts and was able to perform them and to get 
financial backing from one stockholder. Late in 1937 this 
stockholder said he would furnish no more financial support 
and the stockholders authorized the sale of the corporation’s 
rethaining assets and its final dissolution, outstanding notes 
being assumed by the stockholders. On these facts the stock 
became worthless in 1937 and not in a prior year.—R. Brandt 
v. Commissioner; B. F. Rucks v. Commissioner, CCH Dec. 
12,541-C; Dockets 102769, 103704. Memorandum opinion. 


Bureau of Internal Revenue 


Exemptions from Tax on Corporations.—The purchase of 
United States defense savings bonds and the receipt of income 
therefrom by farmers’ mutual insurance companies will not 
affect the status of such companies which have been held to 
be exempt from federal income taxation under the provisions 
of section 101(11) of the Internal Revenue Code or the cor- 
responding provisions of prior Revenue Acts.—IT 3552, 1942- 
21-11104 (p. 3). 

Income of Estates and Trusts.—The filing of a special bond 
by an executor or administrator in the District of Columbia 
does not, in itself, have the effect of terminating administration 
of the estate for federal income tax purposes where the ex- 
ecutor or administrator is not the sole beneficiary of the 
estate. The final distribution of the assets of the estate to 
the beneficiary (or beneficiaries) determines the closing of 
administration of the estate within the meaning of section 
162(c) of the Internal Revenue Code and section 19.162-1 of 
Regulations 193, 


IT 2925 (CB XIV-2, 148 (1935)) distinguished—JT 3556, 
1942-33-11117 (p. 2). 


Time for Filing Returns—Reg. 103 Amended.—Regulation 
103 is amended to conform to Public Law 490 (Seventy- 
seventh Congress), postponing due dates for income tax 
returns and payment of income taxes in case of certain indi- 
viduals in the military or naval forces of the United States 


and certain civilian employees of the United States —TD 5149, 
1942-20-11099 (p. 5). 


The New Tax Convention Between 


The United States and Canada 


[Concluded from page 464] 

Significance of Canadian Treaty 

The tax convention with Canada supplements and 
strengthens the other agreements and understand- 
ings that have been reached to facilitate codperation 
between the two countries in the present emergency, 
and to lay a basis for closer trade relations after the 
war. In view of the increasing importance of our 
trade relations with the countries to the South, it is 
to be hoped that this convention may serves a guide 
for essentially similar tax conventions with them, and 
that it will constitute a cornerstone for the building 
of international tax law in the Western Hemisphere. 
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